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Abstract 

In  the  face  of  rapidly  increasing  Medicare  expenditures  to  physicians, 
Congress  may  create  expenditure  targets  in  order  to  give  physiciains  incentives 
to  control  costs.  Medicare  has  no  experience  in  giving  physicians  such 
incentives,  but  Medicaid  does. 

This  paper  summarizes  the  risk  arrangements  in  Medicaid  programs  that  put 
physicians  at  risk.  These  programs  pay  physicians  a  capitation  amount  to  cover 
some  or  all  physicicin  services.  Physicians  also  receive  part  of  the  savings 
from  reduced  hospitalization.  Most  of  these  progreuns  have  successfully  lowered 
Medicaid  costs.  These  Medicaid  programs  have  risk  pools  with  less  than  100 
physicians,  far  fewer  than  envisioned  for  expenditure  targets. 


I.   THE  POLICY  PROBLEM 

Gaining  control  of  the  continuing  rapid  growth  in  payments  to  physicians 
is  the  major  problem  Medicare  will  face  over  the  next  5  to  10  years.  Medicare 
-payments  to  physicians  are  growing  in  both  aggregate  and  relative  terms.  In  FY 
1980  payments  for  physician  services  were  about  $8  billion,  accounting  for  23 
percent  of  Medicare  expenditures.  In  FY  1990  those  payments  are  expected  to 
more  theui  triple  to  over  $27  billion,  accoxonting  for  nearly  30  percent  of 
Medicare  expenditures.  According  to  former  HCFA  administrator  William  Roper, 
"Over  the  next  10  years,  even  without  any  program  expansions,  we  project  that 
Medicare  spending  for  physicians'  services  will  triple.  ...  To  put  it 
plainly.  Medicare  physiciein  spending  has  been — and  will  continue  to  be — out  of 
control."  (Roper,  1988,  1) 

Despite  the  magnitude  of  the  problem,  there  is  a  dearth  of  attractive 
solutions.  One  policy  option  is  Medicare  Health  Maintenance  Organizations 
(HMOs).  However,  after  rapid  growth  for  several  years,  enrollment  increased 
only  6  percent  in  1988  and  15  percent  of  the  HMOs  left  the  program  in  January 
1989.  Even  though  HMOs  may  be  attractive  in  the  long  term,  they  are  not  a 
viable  solution  in  the  short  term.  A  second  option  is  a  fee  schedule  for 
physician  services.  Although  this  may  help  control  the  price  of  physician 
services,  it  does  nothing  to  control  the  quantity,  the  major  source  of 
expenditure  growth.  A  third  option  is  area  expenditure  targets,  v^ich  were 
endorsed  by  the  Physician  Payment  Review  Commission  (PPRC)  in  March  1989. 
Under  this  option  each  area  is  given  a  physician  expenditure  target.  If 
physicicin  expenditures  are  below  the  target,  physician  fees  are  adjusted  upward 
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in  the  following  year;  if  they  are  above  the  target,  fees  are  adjusted 
downward.  PPRC  suggested  the  nation  as  the  initial  "area."  But  even  if  the 
area  were  as  small  as  a  single  metropolitan  area,  1,000  or  more  physicians 
would  be  sharing  any  savings  or  deficits.  Such  a  large  number  would  provide 
each  physician  with  a  very  small  incentive  to  control  his  or  her  utilization, 
raising  questions  about  how  effective  expenditure  targets  would  be  in 
controlling  costs. 

Given  this  dearth  of  attractive  policy  alternatives,  policymakers  have 
turned  for  insights  to  Canada's  experience  (Evans  et  al.,  1989;  Lomas,  et  al., 
1989).  The  Canadian  health  system,  however,  is  a  national  health  insurance  and 
a  single  payer  system.  Neither  of  these  features  is  under  serious  political 
consideration  in  this  country.  Some  insights  can  still  be  gained  from  the 
Canadian  experience,  but  insights  can  also  be  gained  within  the  U.S.  health 
care  context,  namely  the  Medicaid  programs  operating  in  the  50  states. 

Although  Medicare  has  not  designed  systems  that  incorporate  incentives  for 
physicians  to  control  costs,  several  Medicaid  programs  have  done  so  at  the 
state  level.  This  paper  reviews  these  Medicaid  experiences  as  a  guide  to  what 
might  be  done  in  the  Medicare  program.  Needless  to  say,  these  experiences  are 
also  relevant  for  Medicaid  policy. 

The  next  section  of  the  paper  outlines  potential  program  design  issues  and 
problems.  Section  III  describes  the  two  major  types  of  Medicaid  programs  that 
provide  incentives  for  physicians  to  control  expenditures.  Section  IV  then 
looks  at  a  subset  of  these  programs  in  greater  detail.  Sections  V  and  VI  draw 
conclusions  from  these  experiences. 
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II.   FRAMEWORK  OF  RISK  ARRANGEMENTS 

Basic  Risk  Arrangement 

Under  fee-for-service,  a  physician's  income  increases  with  the  nxjmber  of 
services  provided.  In  contrast,  when  a  physician  is  put  at  risk,  his  or  her 
income  decreases  with  the  nxjmber  of  services  provided. 

Central  to  all  risk  arrangements  under  Medicaid  is  the  primary  care 
physician  (PCP).  The  State  may  contract  with  individual  PCPs  or  organizations 
of  PCPs.  In  this  section,  the  term  PCP  can  mean  either  the  individual 
physician  or  the  group  of  physicians.  Specialists  typically  do  not  share  in 
any  risk.  The  presumption  is  that  if  a  PCP  manages  a  person's  health  care  and 
is  at  financial  risk  for  the  costs  of  that  care,  the  PCP  can  control  patients' 
self-referrals  to  specialists. 

Sometimes  the  state  contracts  directly  with  physicians  and  sometimes  with 
an  organization  that  in  turn  contracts  with  physicians.  This  section  does  not 
distinguish  between  these  two  types  of  arrangements.  In  this  section,  the  term 
Medicaid  can  mean  either  the  Medicaid  state  agency  or  the  risk  assuming 
intermediary. 

Risk  arrangements  under  Medicaid  usually  distinguish  among  three  types  of 
medical  services:^ 

o   primary  care  services  (defined  as  the  services  of  the  primary 
care  physician  plus  laboratory  and  radiology  services), 

o   specialty  care  services  (usually  delivered  by  specialist 
physicians),  and 

o   hospital  services  (including  outpatient  services  but  not 
physician  services;  sometimes  including  drugs). 


1.  Langwell,  Nelson,  and  Nelson  (1986)  discuss  risk  arrangements  within  IPAs, 
raising  many  of  the  issues  discussed  here. 
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Reimbursement  systems  typically  end  up  with  two  categories  because  specialty 
care  physician  services  are  combined  either  with  primary  care  physician 
services  or  with  hospitalization. 

PCPs,  as  individuals  or  groups,  receive  a  capitation  payment  for  primary 
care  services.  In  a  typical  program  this  payment  is  95  percent  of  the  fee-for- 
-service  cost  for  those  services.  The  PCP  receives  80  percent  of  this  payment 
immediately;  the  other  20  percent  is  withheld.  The  total  payment  implicitly 
serves  as  an  expenditure  target  for  the  PCP.  If  this  target  is  met,  the  20 
percent  withhold  is  returned.  If  it  is  not,  the  withhold  is  used  to  cover  the 
deficit,  and  any  remainder  is  returned  to  the  PCP. 

Unlike  HMOs,  PCPs  are  not  capitated  for  hospital  services.  They  do, 
however,  share  in  any  savings  in  hospitalization  cost,  which  are  typically 
split  50-50  between  the  PCP  and  the  Medicaid  program.  To  calculate  savings, 
the  Medicaid  program  projects  viiat  fee-for-service  costs  would  have  been  for  a 
PCP's  enrollees,  adjusting  for  actuarial  characteristics  such  as  age  and  sex. 
Capitation  payments  are  some  percentage,  typically  95,  of  these  projected 
costs.  The  difference  between  capitation  payments  and  actual  costs  constitutes 
the  savings,  v^ich  are  divided  between  providers  and  the  state. 

Some  Medicare  programs  have  put  primary  care  physicians  at  risk  for  the 
primary  care  services  they  provide.  Some  have  put  primary  care  physicians  at 
risk  for  specialty  care  physician  services  as  well.  (The  maximum  a  physician 
can  lose  is  the  percentage  that  is  initially  withheld  from  the  payment.)  But 
Federal  law  proscribes  putting  physicians  at  full  risk  for  hospital  services. 

Risk  Pools 

The  physicians  v^o  share  their  surpluses  and  deficits  constitute  a  risk 
pool.  In  principle,  all  risk  pools  face  the  problem  that  individual  members 
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may  not  behave  in  ways  that  are  desirable  for  the  group.  If  a  group  of  N 
physicians  share  surpluses  equally,  any  specific  physician  will  reap  only  1/N 
of  any  surplus  that  he  or  she  creates.  The  ability  of  a  risk  pool  to  overcome 
this  problem — called  the  tragedy  of  commons— depends  on  two  things:  the  number 
of  physicians  in  the  pool  and  the  degree  of  cohesion  and  organization  of  the 
-pool.  The  more  physicians  in  a  pool,  the  smaller  each  physician's  incentive  to 
control  costs.  Alternatively,  an  organized  risk  pool  may  discipline  its 
members,  either  formally  or  informally.  Because  of  organization  and  proximity, 
pools  that  are  also  group  practices  or  hospital  staffs  may  be  able  to  do  so 
more  easily  than  other  pools. 

Dealing  with  the  Incentive  to  Underutilize 

Any  mechanism  that  gives  physicians  the  incentive  to  cut  unnecessary 
utilization  also  gives  them  the  incentive  to  underprovide  needed  health 
services.  One  mechanism  used  by  Medicaid  programs  to  limit  this  danger  is  a 
cap  on  the  surpluses  that  physicians  cein  receive.  Physicians  have  the 
incentive  to  cut  some  utilization,  but  have  no  further  incentive  to  cut  after  a 
certain  point.  The  presumption  is  that  the  first  services  to  be  cut  will  be 
either  unnecessary  or  of  marginal  value,  and  that  the  cap  becomes  effective  in 
time  to  prevent  cuts  that  jeopardize  quality. 

Thus,  the  incentive  for  physicians  to  cut  services  under  Medicaid  is 
limited  to  a  specified  range.  Physicians'  risk  of  loss  is  limited  by  the 
amoiont  initially  withheld  from  their  payment;  their  chance  for  gain  is  limited 
by  the  cap  on  the  surplus. 

There  are  also  nonfinancial  mechanisms  to  control  underutilization. 
Prominent  among  these  are  grievance  procedures  and  professional  review  of 
quality  of  care. 
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Dealing  with  a  Fixed  Budget 

Under  some  Medicaid  physician  incentive  systems,  the  distribution  of 
savings  for  hospital  services  is  more  complicated  than  for  physician  services. 
This  complexity  is  introduced  by  the  program's  need  to  stay  within  its  fixed 
budget.  In  some  programs,  primary  care  physicians  share  in  the  surpluses  of 
hospital  expenditures  but  not  the  deficits.  This  asymmetry  puts  the  program  at 
risk  for  at  least  some  of  the  hospital  expenditures,  depending  on  the  program. 
The  program  covers  this  risk  by  "taxing"  the  surpluses  of  those  PCPs  with 
surpluses,  that  is,  reducing  all  surpluses  by  the  same  percentage.  The  "after- 
tax" surpluses  are  then  split  50-50  between  the  PCP  and  the  Medicaid  program. 

Dealing  with  Selection  Bias 

Selection  bias  occurs  when  some  PCPs  have  patients  with  more  expensive 
care  needs  than  other  PCPs.  Any  program  that  puts  physicians  at  risk  for  their 
expenditures  is  potentially  unfair  unless  it  can  control  for  the  legitimately 
different  amounts  of  care  needed  by  different  types  of  patients.  Physicians 
should  be  paid  more  for  groups  of  patients  who  are  known  to  be  more  expensive 
than  other  groups.  In  principle,  one  would  want  to  pay  more  for  patients  with 
cancer  than  for  healthy  patients,  for  exanple.  But  in  practice  physician 
payments  under  Medicaid  are  adjusted  for  only  a  limited  set  of  characteristics- 
-typically  patient's  age,  sex,  eligibility  category,  and  county  of  residence. 
Payments  to  HMOs  are  similarly  adjusted  by  Medicare  and  by  a  number  of  Medicaid 
state  agencies. 

The  Medicaid  beneficiaries  in  these  programs  are  usually  eligible  for 
Medicaid  as  recipients  of  Aid  to  Families  with  Dependent  Children  (AFDC). 
Thus,  pregnancy  is  the  major  risk  factor  affecting  their  costs,  and  a 
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physician's  cost  may  vary  widely  depending  on  the  share  of  pregnancies  in  his 
or  her  AFDC  patient  caseload.^   Several  programs  protect  physicians  against 
selection  bias  by  paying  fee-for-service  rates  for  pregnancy  costs.  This 
solution  has  the  disadveuntage  of  weakening  cost  containment  incentives. 

Dealing  with  the  Small^ftimhers  Problem 

Even  if  the  capitation  payment  to  each  physician  is  on  average  fair  and 
physicians  practice  cost-effective  medicine,  some  physicians'  panels  with  small 
numbers  of  patients  will  have  costs  that  exceed  the  capitation  payment  on  their 
behalf.  This  is  because  some  variations  in  patient  costs  have  not  been  taken 
into  account  in  the  payment  formula  cund  are  not  compensated  for  by  lower-than- 
average  costs  of  other  patients  in  the  peinel.  One  or  two  expensive  patients 
may  be  enough  to  greatly  increase  the  average  cost  of  a  physician's  panel. 

Several  mechanisms  exist  within  the  Medicaid  program  to  minimize  risk  for 
physicians  due  to  small  numbers.  One  mechanism  used  by  all  these  programs  is 
stop-loss  insurance,  vdiich  defines  a  threshold  level  of  expenditures.  Under 
this  mechcinism  Medicaid  pays  emy  expenditures  that  exceed  this  threshold  for  a 
given  patient.  This  stop-loss  insurance  is  typically  mandatory,  although  at 
least  one  program  makes  it  voluntary. 

A  second  mechcinism  is  enrollment  thresholds.  Pure  risk  to  a  physician  can 
be  measured  as  the  probability  that  the  expenditures  exceed  the  target  by  a 
certain  percentage.  As  the  nimiber  of  patients  in  a  physician's  panel 
increases,  this  risk  falls.  Consider,  for  instance,  a  physician  whose  expected 


One  way  to  enhance  equity  among  physicians  under  Medicaid  would  be  to 
provide  a  substantially  higher  capitation  payment  for  pregnant  women  than 
other  women.  A  Medicaid  program  that  does  so  is  the  HMO  project  in  Kansas 
City,  Missouri  (Jackson  Coionty).  As  an  HMO  program,  it  is  not  reviewed 
here. 
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expenditure  equals  the  capitation  payment  and  v^o  has  100  patients  in  the 
panel.  Suppose  that  10  percent  of  the  time  the  expenditure  exceeds  the 
capitation  payment  by  8  percent.  If  400  patients  are  in  the  panel,  however,  10 
percent  of  the  time  the  expenditure  exceeds  the  capitation  payment  by  only  4 
percent.  Hence,  there  is  less  risk  to  the  physician.  To  avoid  putting 
physicians  at  excessive  risk,  several  Medicaid  programs  have  enrollment 
thresholds,  below  v^ich  physicians  are  not  at  risk  for  hospital  services. 
(They  are  still  capitated  for  PCP  services.)  In  some  Medicaid  programs  all  the 
physicians  with  panel  sizes  below  a  certain  minimum  are  placed  in  a  common  risk 
pool,  and  the  PCPs  share  proportionately  in  surpluses  and  deficits.  This 
pooling  solves  the  problem  of  small  numbers. 

III.   MEDICAID  PROGRAMS  PLACING  PHYSICIANS  AT  RISK 

The  risk  arrangements  presented  in  the  last  section  are  incorporated  into 
the  Medicaid  program  under  two  rubrics:  partial  capitation  and  health  insuring 
organizations  (HIOs).^   This  section  provides  a  general  description  of  each 
and  lists  the  relevant  Medicaid  programs.  The  next  section  describes  a  subset 
of  the  programs  in  more  detail. 

Partial  Capitation 

Full  capitation  is  a  system  under  v^ich  the  provider  receives  a  monthly 
payment  per  enrollee  in  exchange  for  provision  of  primary  care,  specialty  care, 


3.  CRS  (1988,  appendix  F)  provides  a  good  overview  of  managed  care  in  Medicaid 
and  lists  programs  by  state.  See  also  Spitz  (1987)  and  the  taxonomy  of 
Hurley  and  Freund  (1988).  Note  that  federal  law  proscribes  certain  risk 
arrcuigements. 


pw.phyincen:3872-01 


and  hospital  care.  Full  capitation  is  the  essence  of  the  HMO  system,  and  puts 
the  HMO  at  risk  for  all  medical  care  expenses. 

Under  partial  capitation,  the  monthly  payment  pertains  to  a  more  limited 
package  of  services.  The  package  always  includes  the  primary  care  physician's 
own  services  and  usually  outpatient  lab  and  x-ray  tests.   It  may  or  may  not 
-include  primary  care  services  during  an  inpatient  stay  and  the  services  of 
specialists.  It  never  includes  other  inpatient  or  outpatient  hospital 
expenses . 

Because  fvill  capitation  covers  hospital  services,  which  are  more  risky 
than  physician  services,  the  state  needs  to  contract  with  large  organizations 
to  make  the  full  risk  acceptable.  (Federal  law  prohibits  giving  physicians 
full  risk).  Partial  capitation  excludes  hospital  costs,  making  the  risk 
smaller  and  the  required  risk  group  smaller  also.  Even  solo  practitioners  may 
be  partially  capitated.  The  state,  therefore,  has  more  flexibility  in  choosing 
its  contractors  than  it  would  if  it  went  to  full  HMO  capitation. 

Under  partial  capitation,  the  physician  or  physician  group  serves  as  a 
gatekeeper  to  the  health  care  system.  Enrollees  must  obtain  the  approval  of 
their  physician  before  receiving  nonemergency  care.  Thus,  the  physician  has 
both  the  incentive  and  the  mechanism  to  contain  costs. 

Table  1  lists  the  four  major  partial  capitation  programs  under  Medicaid.'^ 
Except  for  Oregon,  these  programs  are  small  relative  to  the  fee-for-service 
Medicaid  programs  of  their  states,  having  no  more  than  3  percent  of  the  AFDC 


The  National  Governors'  Association  (1985)  lists  several  other  partial 
capitation  programs  that  were  either  never  implemented  or  that  contract 
with  only  one  or  two  providers,  making  it  impossible  to  generalize  from 
their  experience.  No  additional  partial  capitation  programs  have  been 
inplemented  since  the  completion  of  the  NGA  list. 
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population  in  their  states.  In  Oregon,  where  enrollment  is  mandatory  in  most 
urban  areas,  more  than  half  the  AFDC  beneficiaries  are  enrolled. 

Health  Insuring  Organizations  (HIOs) 

An  HIO  is  an  organization  that  receives  a  monthly  capitation  payment  from 
the  state  Medicaid  agency.  The  HIO  in  turn  subcontracts  with  physicians 
and  other  providers.  Typically  the  Medicaid  recipient  must  select  a  physician, 
who  acts  as  a  gatekeeper  in  the  same  way  as  under  partial  capitation  and  is  at 
risk  for  some  but  not  all  health  care  expenditures. 

An  HIO  is  more  than  a  fiscal  intermediary.  Its  functions  may  include 
utilization  review,  quality  assurcince,  grievcince  review,  and  ensuring  adequate 
provider  participation.  An  HIO  may  be  cin  organized  health  system. 

Partial  capitation  and  HIOs  differ  far  more  in  principle  than  in  practice. 
HIOs  involve  a  risk-assvutiing  intermediary,  whereas  partial  capitation  does  not, 
but  physicians  typically  are  given  the  same  sets  of  incentives  londer  the  two 
systems.  HIOs  usually  incorporate  partial  capitation  to  control  primary  care 
physician  services.  And  partial  capitated  programs  usually  share  hospital 
savings  with  their  physicians. 

Table  2  lists  the  characteristics  of  Medicaid  HIOs.^   Only  one, 
Pennsylvania's,  has  a  sizable  proportion  of  a  state's  Medicaid  clientele. 

The  HIO  to  v^ich  the  state's  risk  is  transferred  can  take  several  legal 
forms.  In  Santa  Barbara  and  San  Mateo,  a  quasi-governmental  entity  was 


5.  NGA  (1985)  lists  HIOs  in  1985.  No  additional  HIOs  have  been  implemented 
since  then,  when  federal  law  was  changed  to  disallow  new  ones. 
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established  to  perform  this  function.  In  Philadelphia,  a  private  entity  was 
put  at  risk.  In  Itasca  County,  Minnesota,  the  county  government  is  the  HIO.^ 
The  next  section  describes  the  main  features  of  seven  Medicaid  programs 
that  give  physicians  incentives  to  control  costs,  particularly  physician 
services.  I  have  excluded  five  programs  from  those  listed  in  Tables  1  and  2. 
-The  programs  in  Michigan,  New  Jersey,  eund  Tennessee  were  excluded  because 
enrollment  is  voluntary.  My  interest  is  in  incentives  to  control  costs,  and  it 
is  difficult  to  evaluate  voluntary  programs'  cost  containment  because  of 
selection  bias.  In  addition,  Itasca,  Minnesota,  is  excluded  because  it  is  too 
small  for  its  experience  to  serve  as  a  guide  to  others.  Citicare,  Kentucky,  is 
excluded  because  of  lack  of  information.  California  is  included  even  though  it 
is  voluntary,  because  it  is  large  and  has  grown  rapidly. 

IV.   SPECIFIC  PROGRAMS 

The  risk  arrangements  of  the  seven  programs  I  have  chosen  are  summarized 


6.  NGA  (1985),  CRS  (1988),  and  I  use  a  stricter  definition  of  HIO  than  HCFA 
does.  In  its  list  of  Medicaid  capitation  plans,  HCFA  uses  the  term  "HIO" 
for  a  range  of  fiscal  relationships  too  broad  to  be  analytically  useful. 
Texas  and  Indiana  are  classified  as  HIOs  by  HCFA  but  lack  gatekeepers.  As 
such  they  are  excluded  under  the  NGA  definition,  which  I  follow. 

The  Texas  intermediary  is  nominally  at  risk.  However,  if  it  loses 
money  in  one  year,  it  is  compensated  the  following  year.  The  Indiana 
intermediary  is  financially  responsible  for  15  percent  of  any  overrun, 
within  a  risk  corridor.  Neither  intermediary  uses  gatekeepers  to  manage 
medical  care.   (The  Indiana  intermediary  manages  care  for  high-risk 
recipients.)  The  Texas  and  Indiana  "HIOs"  are  very  similar  to  Medicare's 
intermediaries  for  Part  A  and  carriers  for  Part  B  in  that  they  are 
essentially  claims  processors.  The  Texas  and  Indiana  "HIOs"  are  not 
fiindamentally  different  from  state  Medicaid  agencies  themselves  because 
risk  has  not  been  transferred  to  smaller  entities.  They  do  little  beyond 
what  state  Medicaid  agencies  typically  do;  those  fionctions  have  simply  been 
privatized.  I  hence  define  HIOs  to  be  entities  that  put  at  risk  providers 
in  parts  (but  not  all)  of  the  state. 


pw.phyincen : 3872-01 


12 


in  Table  3.  The  cornmentary  here  captures  the  distinguishing  features.  The 
appendix  provides  more  detailed  discussion. 

Oregon  Primary  Care  Case  Management 

One  of  the  two  partial  capitation  programs  discussed  here,  the  Oregon 
Medicaid  program,  contracts  with  Physician  Care  Organizations  (PCOs). 
Enrollment  is  mcindatory  for  all  AFDC  beneficiaries.  The  progreim  started  in 
1985  with  enrollment  in  the  Portland  area  and  has  been  extended  to  all  urban 
counties  except  one.  In  Jime  1989  the  state  requested  a  waiver  to  extend  the 
program  to  all  categorically  eligible  beneficiaries  in  the  state,  suggesting 
both  a  serious  desire  to  contain  costs  and  satisfaction  with  the  experience  of 
partial  capitation. 

PCOs  receive  a  capitation  payment  to  cover  all  physician  services  and 
laboratory  and  radiology  services.  The  State  pays  PCOs  without  a  withhold  and 
PCOs  pay  specialists  directly.  The  PCO  retains  any  surplus  and  is  at  risk  for 
any  deficit.  Originally,  because  PCOs  were  afraid  that  specialists  would 
charge  them  more  than  the  Medicaid  rate,  the  State  paid  specialists  and  billed 
PCOs.  After  a  year  PCOs  found  they  could  negotiate  rates  with  specialists, 
usually  the  Medicaid  rate.  To  lessen  paperwork  for  the  States,  PCOs  now  pay 
directly. 

PCOs  are  also  responsible  for  managing  hospital  services,  both  inpatient 
and  outpatient,  and  drugs.  Any  difference  between  FFS-equivalent  costs  and 
actual  costs  for  these  services  are  split  50-50  between  the  PCO  and  the 
Medicaid  program.  PCOs  are  not  at  risk  for  deficits,  which  have  not  been  a 
serious  problem.  Starting  in  1989,  the  savings  accruing  to  a  PCO  are  capped  at 
$3.25  per  enrollee  month,  or  10  percent  of  hospital  and  drug  costs  in  1988. 
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FifteeivPCOs  and  one  HMO  participate  in  the  program.  (The  HMO  is  fully 
capitated.)  PCOs  are  groups  of  physicians,  the  smallest  having  four  primary 
care  physicians.  Table  4  lists  the  providers:  five  are  clinics  and  seven  are 
groups  of  physicians  that  do  not  practice  in  one  location,  designated  as  iPAs 
by  the  program.  The  remaining  four  providers  are  two  hospitals,  the  Multnomah 
County  Health  Department,  and  an  HMO. 

The  PCOs  have  an  average  of  45  primary  care  physicians,  which  is  a 
sizeable  risk  pool.  Some  PCOs  intensify  the  cost-control  incentive  by 
transferring  some  of  this  risk  to  smaller  groups  of  physicians  within  the 
organization.  Little  is  known  about  these  arrangements. 

For  physicians  who  continue  to  see  fee-for-service  patients,  the 
proportion  of  his  or  her  patients  that  are  capitated  is  likely  to  indicate  the 
importance  of  capitation  to  the  practice.  Although  his  proportion  cannot  be 
measured  directly,  it  can  be  estimated  given  that  the  U.S.  has  950  persons  per 
primary  care  physician.  Table  4  shows  that  PCOs  have  49  enrollees  per  primary 
care  physician,  suggesting  that  partial  capitation  constitutes  about  5  percent 
of  the  physician's  patients. 

Estimating  FFS-equivalent  costs  to  determine  savings  is  increasingly  a 
problem  here,  because  there  are  few  AFDC  beneficiaries  in  urban  counties  that 
remain  in  the  fee-for-service  sector.  An  alternative  method  of  setting  the 
target  level  of  expenditure— against  which  savings  will  be  calculated— must  be 

devised. 

Savings  for  physician  services  cannot  be  calculated,  because  no  physician 
bills  are  submitted  to  the  state,  which  simply  makes  a  capitation  payment. 
Anecdotal  evidence  suggests  that  most  PCOs  have  a  surplus  from  their  capitation 
for  physician  services,  allowing  PCO  physicians  to  receive  the  equivalent  of  65 


pw.phyincen: 3872-01 


14 


to  85  percent  of  the  usual  and  customary  fees.  Fee-for-service  Medicaid 
physicians,  in  contrast,  are  paid  only  45  to  50  percent  of  the  usual  and 
customary  fees. 

Savings  on  hospital  and  drug  costs  can  be  calculated  with  either  1987  or 
1988  data;  the  major  difference  is  that  the  FFS-equivalent  cost  increased  30 
percent  between  the  two  years.  Because  of  this  unusual  junp,  it  is  appropriate 
to  use  1987  figures  as  a  conservative  approach.  In  the  Portland  area  (v^ere  80 
percent  of  the  enrollment  was),  savings  were  $7.34  or  30  percent  of  the  cost  of 
hospital  services  and  drugs.  The  program  appears  to  be  successful  in 
containing  costs. 

Ccdifomia  Primary  Care  Case  Management 

As  noted,  the  California  Primary  Care  Management  Medicaid  program  has 
voluntary  enrollment.  It  differs  from  the  Oregon  program  in  its  providers  but 
not  in  its  incentive  arrangements.  The  California  program  may  contract  with 
solo  practitioners  as  well  as  group  practices  or  clinics,  v^ereas  Oregon 
contracts  only  with  organizations  of  physicians.  In  California,  physicians 
have  the  option  of  being  at  risk  for  lab  tests,  x-rays,  and  drugs. 

As  in  Oregon,  a  capitation  payment  in  California  covers  all  physician 
services  and  there  is  no  withhold.  Contractors  retain  half  of  hospital 
surpluses,  regardless  of  the  performance  of  other  contractors.  There  is, 
however,  no  cap  on  retained  savings  in  the  California  program. 

Stop-loss  insurance  is  optional  in  California.  Given  that  solo 
practitioners  can  be  placed  at  risk,  this  is  surprising.  The  risk  is 
mitigated,  however,  in  that  all  contractors  below  a  minimum  enrollment 
threshold  are  placed  in  a  common  risk  pool. 
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Contractors  have  received  half  of  a  sizable  surplus,  estimated  at  41 
percent  of  hospital  costs.  This  estimate  must  be  interpreted  with  caution, 
however.  Savings  estimates  are  more  suspect  for  voluntary  enrollment  programs, 
because  the  resulting  population  may  be  of  lower  than  average  risk.  Persons 
who  need  extensive  medical  care  may  prefer  fee-for-service  medicine,  and 
-providers  would"  not  want  to  be  capitated  for  them. 

Santa  Barbara  Health  Initiative 

The  risk  arrangement  of  the  Santa  Barbara  Health  Initiative  is  typical  of 
Medicaid  HIOs.  Like  all  HIOs  (except  Monterey,  see  below)  this  program 
includes  partial  capitation.  PCPs  are  capitated  for  primary  care  physician 
services  with  a  20  percent  withhold.  Specialty  care  physician  services  are 
included  with  hospital  services.  Savings  for  specialty  and  hospital  services 
are  split  50-50  between  the  PCP  and  the  HIO. 

The  three  largest  case  managers  are  county  health  department  clinics,  but 
most  contractors  are  individual  physicians  or  small  groups  of  physicians.  The 
program  provides  stop-loss  insurance  and  places  all  physicians  below  a  minimum 
enrollment  threshold  into  a  common  risk  pool. 

The  HIO  has  several  nonfiscal  activities:  utilization  review,  quality 
assurance  including  medical  chart  audits,  grieveince  process,  and  ensuring 
adequate  participation  by  providers.  The  HIO  serves  as  an  organized  health 
system. 

When  the  HIO  was  established  in  1983,  emergency  room  use  fell  sharply 
relative  to  FFS,  and  primary  care  and  specialty  care  physician  visits  both  fell 
(Freund  et  al.,  1988).  More  recently,  some  physicians  have  controlled 
utilization  sufficiently  to  yield  a  surplus,  but  most  have  not.  In  FY  1988  the 
Initiative  had  a  deficit  of  2.5  percent  of  its  budget.  The  Santa  Barbara 
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program's  payment  is  98.7  percent  of  projected  fee-for-service  costs  in  similar 
counties.  In  FY88  this  payment  was  97.4  percent  of  actual  costs.  Given  its 
deficit  and  its  budget  relative  to  FFS,  the  Initiative  does  not  appear  to  be 
cutting  costs. 

Health  Plan  of  San  Mateo 

The  San  Mateo  program,  the  newest  program  discussed,  is  based  on  the  Santa 
Barbara  program.  It  too  capitates  primary  care  physicians  for  their  services 
and  uses  a  20  percent  withhold.  Primary  care  physicians  are  at  risk  for 
specialty  care  and  share  risk  with  hospitals  for  hospital  care. 

Surpluses  and  deficits,  however,  are  shared  quite  differently  in  the  two 
programs.  San  Mateo  has  created  physician  risk  pools  by  hospital.  Each 
physician  chooses  the  hospital  risk  pool  he  or  she  will  belong  to.  To 
determine  surpluses  and  deficits,  the  specialty  and  hospital  costs  of  all 
physicians  affiliated  with  a  hospital  are  sxommed.  If  there  is  a  deficit  within 
the  risk  pool,  each  PCP's  withhold  is  reduced  proportionately  until  the  deficit 
is  covered,  regardless  of  which  PCP's  accounts  are  in  deficit  or  surplus.  This 
is  designed  to  protect  physicians  against  the  small-numbers  problem.  PCPs  are 
not  at  risk  beyond  the  withhold. 

If  there  is  a  surplus,  each  PCP  receives  his  or  her  withhold  in  full, 
regardless  of  whether  the  PCP's  account  is  in  surplus.  PCPs  with  deficits 
receive  no  additional  savings.  PCPs  with  surpluses  share  50  percent  of  the 
referral  and  other  sxobaccounts  and  25  percent  of  the  hospital  subaccount. 
These  surpluses  are  divided  among  PCPs  according  to  their  contribution  to  the 
total  surplus. 

Unlike  any  other  program,  hospitals  are  at  risk.  Hospitals  are  paid  on  a 
per  diem  basis  with  a  20  percent  withhold.  Any  deficit  in  the  physician- 
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hospital  pool  account  is  covered  first  by  the  physicians'  withhold;  if  any 
deficit  remains,  it  is  covered  by  the  hospital  withhold.  Any  surplus  is  split 
50-25-25  between  the  hospital,  its  physicians,  and  the  HIO. 

The  five  hospitals  and  their  enrollment  are  as  follows: 


Hospital 

Enrollment 
2977 

PCP       Er 

irollment/PCP 

Chope 

12 

248 

Mills 

3250 

79 

41 

Sequoia 

1677 

25 

67 

Seton 

7635 

142 

54 

Stanford 

4066 

32 

127 

Special 

7962 

N/A 

N/A 

Total 

27567 

290 

The  first  year  of  operation  ended  in  November  1988.  Physicians  in  all 
hospital  pools  (called  regions)  received  at  least  75  percent  of  their  withhold 
back.  In  two  hospital  pools  they  received  the  entire  withhold,  and  in  one  they 
received  a  bonus.  Overall  physicians  are  receiving  their  withhold.  Anecdotal 
evidence  suggests  primary  care  physicians  are  more  satisfied  than  with 
conventional  Medicaid. 

Three  hospitals  received  most  of  their  withhold  back,  and  the  other  two 
received  surpluses.  As  a  percentage  of  their  per  diem,  the  five  hospitals 
received  the  following:  96%,  99%,  97%,  104%,  and  119%.   (Per  diems  are  the  same 
for  all  hospitals.)  When  these  figures  are  weighted  by  enrollment,  the 
hospitals  received  100%  of  their  per  diem  on  average. 

Philadelphia  HealthEASS  Program 

HealthPASS  capitates  primary  care  physicians  or  groups  of  physicians  for 
all  physician  services.   (I  describe  HealthPASS  as  administered  by  Penn  Health 
until  June  1989,  v^en  it  was  replaced;  the  program  continues.)  Because  the 
program  pays  specialists  on  behalf  of  the  physician,  50  percent  of  the 
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capitation  payment  is  withheld.  Any  surpluses  in  this  account  are  returned  at 
the  end  of  the  year  to  the  primary  care  physician. 

There  are  an  average  two  primary  care  physicians  per  risk  pool.  The  HIO 
has  a  variety  of  contracting  arrangements.  Some  contracts  are  with  group 
practices,  some  with  hospital  outpatient  departments;  but  many  are  solo 
.practitioners.  The  program  provides  both  stop-loss  insurance  and  enrollment 
thresholds . 

Savings  of  hospital  costs  are  split  50-50  between  the  physician  and  the 
HIO,  but  no  physician  receives  hospital  savings  unless  there  are  savings  for 
physicians  as  a  group.  There  have  been  no  such  savings  to  date.  Some 
physicians,  however,  have  received  surpluses  in  the  half  of  capitation  that  is 
withheld  to  cover  specialty  care.  Aggregating  all  physicians'  surpluses  and 
deficits,  there  is  a  surplus  equal  to  9  percent  of  the  specialty  care  budget. 

The  State  and  the  HIO  share  risk.  If  the  HIO's  costs  are  less  than  92 
percent  of  FFS-equivalent  costs,  the  State  pays  the  HIO  92  percent.  The 
State's  payment  increases  with  the  HIO's  costs  but  will  not  exceed  99.9  percent 
of  FFS-equivalent  costs.  In  1988  the  State  paid  92  percent. 

Kitsap,  Washington  HIO 

The  Kitsap  HIO  is  the  only  program  reviewed  here  in  which  specialists 
share  in  the  savings  or  deficits.  PCPs  are  capitated  for  their  services  with 
a  15  percent  withhold.  Specialists  are  paid  on  a  fee-for-service  basis,  also 
subject  to  the  15  percent  withhold. 

Physicians  are  formed  into  risk  pools — called  pools  of  doctors  (PODs). 
The  program  has  five  PODs,  averaging  11  primary  care  physicians  per  risk  pool, 
v^ich  are  built  aroiind  the  physicians  in  the  same  clinic.  The  costs  of 
specialty  and  hospital  care  are  summed  for  each  POD.  If  there  is  a  surplus, 
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62.5  percent  is  allocated  to  the  primary  care  physicians  according  to  their 
capitation  payments;  37.5  percent  is  allocated  to  specialists  and  is 
distributed  according  to  their  charges.  Physicians'  have  retained  savings 
averaging  15  percent  of  total  costs. 

Kitsap  distributes  about  half  of  its  surplus  2  months  after  the  end  of  the 
fiscal  year  and  the  full  surplus,  6  months  after  the  year  end.  It  allows, 
however,  physicians  to  submit  bills  with  a  year  of  date  of  service. 
(Philadelphia  also  has  this  anomaly.)  That  bills  may  arrive  after  the  final 
distribution  has  not  created  a  problem,  because  Kitsap  has  successful  estimated 
the  incurred-but-not-received  liabilities. 

Monterey  County  Health  Initiative 

Terminated  in  1984,  the  Monterey  program  provides  a  contrast  with  more 
successful  programs  (Aved,  1981).  Unlike  the  other  six  programs,  there  was  no 
primary  care  capitation.  Rather,  covered  expenditures — all  physician  services 
and  hospitalization — were  treated  together.  In  principle,  each  physician  was  a 
separate  risk  pool  and  would  receive  100  percent  of  any  savings  in  health  care 
costs.  However,  each  physician's  deficits  would  be  financed  by  the  surpluses 
of  other  physicians.  Thus,  no  physician  would  receive  any  surplus  until  the 
160  participating  physicians  had  a  surplus  in  the  aggregate,  which  was  never 
the  case. 

The  Initiative  had  a  range  of  problems,  major  ones  being  a  management 
information  system  that  was  not  implemented  promptly  and  no  centralized 
utilization  review.  In  addition,  the  risk  arrangement  was  poorly  designed. 
The  fees  were  increased  slightly  from  fee-for-service  Medicaid,  there  was  no 
withhold,  and  the  primary  care  physician  was  not  even  at  risk  for  his  or  her 
own  services.  Thus,  there  was  nothing  to  jolt  physicians  out  of  a  business-as- 
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usual  attitude.  The  Initiative  declared  bankruptcy  20  months  after  its 
creation. 


V.   SAVINGS 


The  most  basic  question  of  this  paper  is  whether  these  programs  that  put 
physicians  at  risk  saved  any  money.  ^   Of  the  seven  programs  reviewed,  two  are 
not  helpful  in  answering  this  question.  Monterey's  risk  arrangement  was  poorly 
designed  and  did  not  survive.  California's  case  management  program  has 
voluntary  enrollment;  the  potential  for  biased  selection  makes  its  savings 
estimates  questionable. 

Savings  are  typically  measured  relative  to  Medicaid  fee-for-service  costs. 
The  greater  a  state's  Medicaid  fee-for-service  cost,  the  greater  the  presumed 
opportunity  to  save  money.  Therefore,  prior  to  analyzing  savings  by  program,  I 
consider  the  fee-for-service  expenditure  level  by  state.  Table  5  presents  the 
expenditure  per  AFDC  recipient  for  the  four  states  considered  in  this  paper 
plus  one  high-cost  state,  New  York.^   These  expenditures  are  for  a 
standardized  set  of  services.  Because  expenditures  are  a  function  of  input 
prices,  these  expenditure  figures  are  deflated  by  the  wage  index  used  by  HCFA 
to  pay  hospitals.  Then  each  state's  expenditure  is  divided  by  the  U.S.  mean. 
The  result  is  that  California  and  Oregon  spend  one-third  less  than  the  national 


7.  Needless  to  say,  the  issues  of  access  and  quality  of  care  are  important  but 
beyond  the  scope  of  this  paper. 

8.  Because  capitation  involves  payment  per  eligible  (whether  or  not  the 
eligible  receives  any  services),  figures  on  expenditures  per  eligible  would 
be  preferable.  But  HCFA  lacks  consistent  counts  of  enrollee  months  by 
state,  such  that  comparative  data  is  in  terms  of  expenditure  per  recipient. 
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mean  per  AFDC  recipient,  Pennsylvania  spends  below  average,  and  Washington 
spends  about  average.  New  York,  by  way  of  contrast,  spends  17  percent  more 
than  average,  even  after  controlling  for  high  input  prices. 

Table  6  siJinmarizes  the  savings  experience  of  these  programs.  Savings  can 
be  manifested  in  two  ways:  as  the  difference  between  FFS-equivalent  costs  and 
,the  State's  payment  to  the  program  (guaranteed  savings),  or  as  savings  based  on 
the  performance  of  the  program.  Half  of  the  performance-based  savings  is 
usually  retained  by  physicians,  presimiably  making  Medicaid  more  attractive  and 
increasing  access. 

The  five  programs  with  usable  experience  had  savings  as  follows: 

o   Oregon  is  clearly  successful  in  cutting  costs.  In  1987  it  saved  30 
percent  of  hospital  and  drug  costs  (pregnancy  costs  were  excluded);  at 
least  half  of  these  savings  accrued  to  Medicaid.  In  addition, 
anecdotal  reports  suggest  that  physicians  are  retaining  savings  in 
physician  services,  which  include  specialty  services. 

o   The  Santa  Barbara  experience  is  less  clear.  Some  PCPs  have  savings  in 
their  hospital  accounts  but  many  do  not,  resulting  in  a  deficit  of  2.5 
percent.  Based  on  eui  ex-post  comparison  with  fee-for-service 
Medicaid,  the  program  is  saving  the  State  2.6  percent.  In  total,  the 
program  does  not  appear  to  be  cutting  costs.  California's  expenditure 
per  AFDC  recipient  is  30  percent  less  than  the  national  average  (as  is 
Oregon's).  Santa  Barbara  cannot  be  considered  unsuccessful.  The 
State  Department  of  Health  supports  this  program  in  the  belief  that  it 
increases  continuity  of  care  and  access. 

o   San  Mateo's  experience  in  1988  (its  first  year)  is  better  than  Santa 
Barbara's.  Out  of  five  hospitals,  three  had  a  slight  deficit  and  two 
had  a  surplus;  as  a  group  they  broke  even.  Some  physicians  had 
surpluses  and  some,  deficits;  as  a  group  they  appear  to  have  broken 
even.  Overall,  San  Mateo  is  living  within  its  budget,  which  is  97.5 
percent  of  a  stringent  fee-for-service  Medicaid  program. 

o   In  the  Philadelphia  program  no  hospital  savings  are  being  returned  to 
physicians.  But  physician  specialty  care  is  9  percent  below  budget; 
these  savings  accrue  to  physicians.  The  State  paid  HealthPASS  92 
percent  of  fee-for-service. 

o   Finally,  the  Kitsap,  Washington  program  has  generated  savings  of  5 
percent  of  total  cost.  Washington  State  has  fee-for-service  Medicaid 
expenditure  per  recipient  that  is  average. 
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Except  for  Santa  Barbara,  these  programs  are  producing  savings.  In  some 
cases,  the  savings  show  up  in  Medicaid's  payment  to  the  program;  in  other 
cases,  the  savings  depend  on  the  performcince  of  the  program.  In  sum,  these 
programs  suggest  that  putting  physicians  at  risk  can  help  contain  health  care 
costs. 

VI.  LESSONS  FOR  EXPENDITURE  TARGETS  UNDER  MEDICARE 

PPRC  (1989)  proposed  setting  a  target  for  physician  expenditures  under 
Medicare.  If  expenditures  in  a  given  year  exceeded  this  target.  Medicare  fees 
to  physicians  would  be  lowered  the  following  year;  conversely,  if  expenditures 
were  less  than  the  target,  fees  would  be  increased.  In  principle,  this  policy 
would  give  physicians  the  incentive  to  control  their  expenditures.  But  each 
physician's  fees  would  be  determined  by  the  behavior  of  all  physicians  in  the 
risk  pool,  v^ich  PPRC  recommended  to  be  all  the  physicians  in  the  covmtry. 
PPRC  recognized  that  expenditure  target  policy  is  likely  to  evolve  into  smaller 
areas,  such  as  metropolitcin  statistical  areas  (MSAs).  If  so,  the  risk  pool 
would  typically  have  1000  physicians. 

What  do  these  innovative  Medicaid  programs  suggest  for  expenditure 
targets,  particularly  at  the  metropolitan  area  level?  First  of  all,  none  of 
the  Medicaid  programs  have  created  risk  pools  as  large  as  MSAs.  Oregon  could 
have  created  risk  pools  of  its  four  MSAs:  Portland,  Salem,  Eugene,  and  Medford. 
But  it  chose  smaller  risk  pools.  Seinta  Barbara  and  Monterey  Coxmties  each 
constitute  a  MSA.  The  Santa  Barbara  HIO  created  smaller  risk  pools;  the 
Monterey  HIO  did  not  and  failed.  None  of  these  programs  (except  Monterey)  have 
risk  pools  with  more  than  100  physicians  on  average — far  fewer  than  the  number 
of  physicians  in  most  MSAs. 
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Second,  risk  pools  with  between  10  and  100  physicians  have  no  apparent 
problem  with  being  at  risk  for  all  physician  services.  In  addition,  every 
program  (except  Monterey)  gave  physicians  substantial  incentives  to  control 
hospital  costs,  usually  splitting  savings  in  hospitals  costs  50-50.  This 
pattern  could  be  used  to  argue  for  incorporating  hospital  costs  (in  some  form) 
in  an  expenditure  target. 

Third,  in  terms  of  the  time  that  physicians  have  to  submit  bills  and  the 
time  that  programs  have  to  distribute  surpluses,  these  programs  provide 
interesting  comparisons  to  Medicare.  Whereas  Medicare  allows  physicians  27 
months  to  submit  bills,  Kitsap  allows  12  months,  Philadelphia  allows  6  months, 
and  Santa  Barbara  and  San  Mateo  allow  3  months.  PPRC  (1989)  recommended  3 
months  for  Medicare.  The  time  between  the  end  of  the  fiscal  year  and  the 
distribution  of  surpluses  varies  across  programs,  but  6  months  is  typical. 
Under  a  Medicare  expenditure  target,  fees  might  be  adjusted  6  months  after  the 
end  of  the  accounting  period. 

Some  of  these  programs  are  more  relevant  to  Medicare  than  others  and  hence 
worthy  of  additional  investigation.  Beside  Monterey,  two  programs  are  less 
relevant  than  others  to  Medicare:  California^  and  Kitsap. -^^  Two  programs  are 
partioilarly  releveuit  to  Medicare  but  well-studied:  Santa  Barbara  was  part  of 


9.  California  has  several  problems:  a)  Because  enrollment  is  voluntary,  it 
potentially  has  biased  selection,  making  estimation  of  savings  difficult, 
b)  Individual  physicians  may  be  at  risk  for  all  physician  services.  The 
incentive  to  underutilize  may  be  excessive  (PPRC,  1989).  c)  Door-to-door 
enrollment  is  the  primary  market  tool.  In  the  Medi-Cal  HMO  scandals  in  the 
early  1970' s,  door-to-door  enrollment  was  used  by  HMOs  to  select  healthy 
enrollees. 

10.  Kitsap  has  the  smallest  enrollment  of  these  programs.  Medicaid  has 
contracted  with  the  county  medical  bureau,  an  arrangement  that  is  unlikely 
to  be  widely  applicable. 


pw.phyincan: 3872-01 


24 


the  Medicaid  Competition  Demonstration  and  Philadelphia  has  been  investigated 
by  GAO  (1987)  and  Birch  and  Davis  (1987). 

Neither  Oregon  nor  San  Mateo  have  been  studied.  Expenditure  targets  will 
eventually  require  risk  pools  of  the  proper  size  and  with  some  internal 
organization.  Both  Oregon  and  San  Mateo  have  risk  pools  with  about  50 
physicians.  The  danger  of  underutilization  in  such  risk  pools  is  much  less 
than  in  risk  pools  of  several  physicians  or  even  a  single  physician.  And  risk 
pools  of  50  physicians  are  much  smaller  than  those  being  contenplated  for 
expenditure  targets.  Oregon  contracts  with  clinics,  group  practices,  and  IPAs. 
San  Mateo  has  organized  risk  pools  among  hospitals.  Elsewhere  I  have  argued 
that  the  medical  staff  of  a  hospital  should  constitute  a  risk  pool  for  Medicare 
(Welch,  1989).  HCFA  should  investigate  further  the  programs  in  Oregon^l  and 
San  Mateo  to  see  what  Medicare  can  learn  from  their  experience. 


11.  Oregon  is  also  promising  because  the  program  covers  virtually  all  AFDC 
beneficiaries  in  the  urban  areas  of  the  state. 
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Table  1 
Partial  Capitation:  Major  Programs  in  Medicaid 


State 

Name 
of  Plan 

Eligible 
Population^ 

Mandatory? 

Service 
Area 

Start 
Date 

Enrollment 
(000s)  as  of 

AFDC  Enrollment 
in  State  (000s) 

California 

Primary  Care 
Case  Management 

AFDC 
SSI 

No 

Major  urban 
counties 

1/84 

37  (7/89) 

1701 

Michigan 

Capitated  Clinic 
Plan 

All 

No 

Detroit, 
Kalamazoo 

4/83 

5  (7/84) 

653 

New  Jersey 

Personal 
Physician  Plan" 

All 

No 

Proportions 
of  the  state 

7/83 

10  (6/86) 

343 

Oregon 

Primary  Care 
Case  Management 

AFDC 

Yes 

Urban 
counties 

12/84 

49  (9/88) 

81 

Sources:  NGA  (1985)  and  Dept.  of  Commerce  (1987). 

a.  Aid  to  Families  with  Dependent  Children  (AFDC) 
blind,  and  disabled  persons. 

b.  Now  the  Garden  State  Health  Plan. 


Supplementary  Security  Income  (SSI)  includes  needy  aged. 
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Table  2 
Medicaid  HIOs 


State 


Name 
of  Plan 


Eligible  Service        Start    Enrollment 

Population   Mandatory?   Area  (county)   Date       (OOOs)^ 


AFDC  Enrollment 
in  State  (000s) 


California 

Health  Plan  of 
San  Mateo 

All 

California 

Monterey  Co. 
Health  Intiative 

All 

California 

Santa  Barbara 
Health  Initative 

All 

Kentucky 

Citicare 

AFD 

Pennsylvania   HealthPass 


Minnesota 


Tennessee 


Itasca  Medical 
Care 


Primary 

Care  Network" 


All 


AFDC 
SSI 

AFDC 


Washington    Kitsap  Physicians    AFDC 
Service 


Yes 


Yes 


Yes 


Yes 


Yes 


Yes 


Vto 


Yes 


San  Mateo 

12/87 

28 

1701 

Monterey 

6/83 

terminated 

1701 

Santa 
Barbara 

9/83 

25 

1701 

Jefferson 
(Louisville) 

6/83 

terminated 

161 

South  &  West 
Philadelphia 

3/86 

87 

567 

Itasca 

7/85 

3 

653 

Shelby, 
Monroe , 
Davidson 

5/85 

10 

177 

Kitsap, 
Mason 

2/86 

8 

210 

Sources:  HCFA,  OPHC  (1988);  NGA  (1985),  and  Aved  (1987) 

a    As  of  7/89  (except  for  Minnesota  and  Tennessee), 
b.   As  of  5/88,  Tennessee  became  a  state-qualified  HMO. 
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Table  3 
Risk  Arrangements  for  Physicians 


Oregon 

Calif. 

Santa 
Barbara 

San 
Mateo 

Phila- 
delphia 

Kitsap 
Wash. 

Monterey 

Primary  Care  Physician  Services 
Capitated 
Withhold  % 

yes 
0% 

yes 
0% 

yes 
20% 

yes 
20% 

yes 

■  50% 

yes 
15% 

no 
N/A 

Specialty  Care  Physician  Services 
Included  with 
Specialists  share  risk 

phys. 
some  do 

phys. 
no 

hosp. 
no 

hosp.b 
no 

phys. 
no 

hosp. 
yes 

both 
no 

Hospital  and  Other  Services 
physicians  per  risk  pool 
At  risk  for  drugs 
Surplus  %  retained  by  risk  pool 
Retained  only  if  aggregate  surplus 
Risk  pool  at  risk  for  deficit 

45 

yes 

50% 

no 

no 

often  1 

no'^ 

50% 

no 

next  year 

often  1 

yes 

50% 

no 
w/hold 

58 

yes 
50/2  5%t> 

no 
w/hold 

often  1 
no 
50% 
yes 
no 

11 

no 

100% 

no 

w/hold 

160 

N/A 
100% 
yes 
no 

10% 


none 


none 


none 


Cap  on  retained  surplus 

as  %  of  FFS-equivalent  costs 

Other  Characteristics 
Risk  adjusters'* 
At  risk  for  pregnancy  costs 
Stop-loss  insurance 
enrollment  thresholds  before  at  risk 
Months  to  submit  phys.  bills 
Months  to  receive  surplus 
interim:  final  payments 


Arrangements  as  of  1988  (except  for  Monterey) 

Opt.  =  Optional;  NA  =  not  applicable;  N/A  =  not  available. 

a.  Risk  adjusters:  A  =  age,  S  =  sex,  E  =  eligibility  category,  and  C  =  county. 

b.  PCPs  receive  50%  of  savings  in  specialty  care  and  25%  of  savings  in  hospital  care, 

c.  Option  of  including  drugs  with  physician  services. 


none 


none 


none 


EC 

ASEC 

ASE 

ASE 

ASE 

AS 

ASE 

no 
opt. 
opt. 

NA 

opt. 

opt. 

pool 

NA 

no 
yes 
pool 
3 

yes 

yes 

no 

3 

yes 

yes 

yes 

6 

no 
yes 
pool 
12 

yes 
yes 
yes 
N/A 

one:  6 

none : 6 

3:9 

5:12 

none : 4 

2:6 

N/A 
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Table  4 
Providers  in  Oregon  PCCM  Program 


Provider  Name 


Number   Enroll-  Enroll- 
Type^    of  PCPs   ment   ment/PCP 


Multnomah,  Washington,  and  Clackamas 
Counties  (Portland  MSA) 

1.  Emanuel  Hospital 

2.  Evergreen  Medical  Systems 
-  3.  Family  Care  Inc. 

4.  Family  Medical  Center 

5.  Kaiser  Permanente 

6.  Multicare 

7.  Oregon  Health  Sci.  University  (OHSU) 

8.  Pacific  Physicians  Assn: 

Health  Plus  Plan 

9.  Physicians  Assn  of  Clackamas  Cty 

10.  Ventura  Park  Medical  Clinic 

11.  Virginia  Garcia  Mem.  Health  Center 

Marion  and  Polk  Counties  (Salem  MSA) 

1.  Capitol  Health  Care 

2.  Family  Care  Inc. 

3.  Family  Health  Net 

4.  Kaiser  Permanente 

Lane  Coujity  (Eugene  MSA) 

1.  Eugene  Clinic 

2.  Lane  PCO 

Linn  and  Benton  Coxjnties  (Rural) 

1.  Capitol  Health  Care 

2.  Corvallis  Clinic 

TOTAL 


Hosp 

43 

4262 

99 

IPA 

11 

1293 

118 

IPA 

18 

1279 

71 

Clinic 

7 

482 

69 

HMO* 

193 

8160 

42 

Health  Dept 

42 

3871 

92 

Hosp 

46 

2630 

57 

IPA 

20 

1418 

71 

IPA* 

280 

2237 

8 

Clinic 

5 

1162 

232 

Clinic 

4 

171 

43 

IPA* 

99 

5677 

57 

IPA 

16 

346 

22 

IPA 

12 

644 

54 

HMO* 

19 

1451 

76 

Clinic* 

21 

1967 

94 

IPA 

77 

8043 

104 

IPA* 

62 

3698 

60 

Clinic 

24 

614 

26 

999   49,405 


a. 

* 


The  provider  type  is  as  designed  by  the  program. 
HMOs  according  to  Interstudy  (1988). 


Enrollment  is  as  of  October  1988. 
Source:  Oregon  Medicaid  MIS 

MSAs  (Metropolitan  Statistical  Areas)  are  designated  by  the  Bureau  of  the 
Census . 
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Table  5 
Medicaid  Expenditure  per  AFDC  Recipient,  By  State 


Expenditure     Hospital  Expenditure/Wage 

per  Recipient^     Wage"  $       %  of  U.S. 


State 


$419 

70.0% 

$698 

116.7% 

$411 

68.6% 

$494 

82.6% 

$629 

105.2% 

California  $527  1.258 

New  York  $802  1.149 

Oregon  $441  1.074 

Pennsylvania  $500  1.012 

Washington  $659  1.047 

United  States  $598  1.000  $598       100.0% 


Expenditure  per  AFDC  recipient  in  1987  for  a  standard  set  of  services: 
hospital  (inpatient  and  outpatient),  physician,  x-ray  and  lab  (Chang  and 
Holahan,  1989).  Based  on  HCFA's  2082  data. 

The  hospital  wage  for  a  state  is  the  average  of  the  HCFA  hospital  wage  of 
MSAs  and  rural  area,  weighted  by  area  population.  This  average  has  been 
normalized. 
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Table  6 
Savings 


Oregon 


Calif. 


Santa       San      Phi la-     Kitsap 
Barbara     Mateo     delphia     Wash.    Monterey 


Perfontiance-Based  Savings  (whether 
accruing  to  Medicaid  or  physicians)^ 

Hospital  and  other  savings  as  %  of 
hospital  and  other  cost 

Physician  savings  as  %  of 
physician  cost 

Data  pertain  to  the  fiscal  year 
ending  in 

Guaranteed  Savings  Accruing  to 
Medicaid'^ 


30% 

41% 

-2.5%t> 

0% 

0% 

5%b 

<0%b 

N/A 

N/A 

-2.5%'^ 

0% 

9%c 

5%b 

<0%*^ 

9/87 

12/87 

8/88 

11/88 

2/89 

1/89 

6/84 

0% 

5% 

2.6% 

2.5% 

8% 

7% 

5% 

a.  These  savings  may  accrue  to  physicians  as  bonuses  or  to  Medicaid. 

b.  Savings  on  hospital  and  physician  services  cannot  be  separated. 

c.  Pertains  to  specialty  care  only. 

d.  This  is  the  difference  between  FFS-equivalent  costs  and  payment,  as  a  percent  of  FFS. 
Kitsap  (FY85),  this  represents  an  ex-post  analysis  of  cost. 

N/A  =  not  available. 


In  the  case  of  Santa  Barbara  and 
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Oregon  Primary  Care  Case  Management 

I.  Overview 

This  program  was  established  primarily  to  control  costs  and  secondarily  to 
increase  client  access  to  care,  especially  for  pregnemt  women  (Read,  4/4/89). 

The  waiver  began  in  December  1984,  with  the  first  enrollment  occurring  in 
February  1985.  Enrollment  is  limited  to  AFDC  beneficiaries.  Mandatory 
enrollment  has  gradually  been  expanded  geographically,  as  follows  (AFSD,  4): 

2/85    MultnomaQi  County  (cind  voluntary  enrollment  begem  in  Lane  County.) 
10/85    Clackamas  and  Washington  Counties 
12/86    Marion  and  Polk  Coxonties 

1/88     Benton  and  Linn  Coionties 

3/88    Lane  County  enrollment  changes  from  voluntary  to  mandatory 

3/89    Yamhill  County 

In  a  June  1989  waiver  request,  the  State  plans  to  expand  the  program  to  all 
categorical  needy  beneficiaries  in  the  state. 

II.  Providers 

Fifteen  Physician  Care  Organizations  (PCOs)  and  one  HMO  participate  in  the 
program.  PCOs  are  groups  of  physicians.  The  state  originally  wanted  to 
require  that  PCOs  have  at  least  eight  primary  care  physicieuns.  HCFA  did  not 
permit  this  requirement.  The  smallest  PCO  has  only  four  primary  care 
physicians. 

The  PCOs  (excluding  Kaiser)  have  an  average  of  45  primary  care  physicians, 
which  is  a  sizeable  risk  pool.  Not  surprisingly,  a  nvimber  of  these 
organizations  have,  in  return,  transferred  some  risk  to  smaller  groups  of 
physicians,  although  the  State  has  not  investigated  these  arreingements  (Read, 
3/3/89). 

Only  three  PCOs  have  less  than  500  enrollees  and  another  two  have  less  than  750 
enrollees. 

III.  Risk  Arrangonents 

PCOs  receive  a  capitation  payment  to  cover  all  physician  services  and 
laboratory,  radiology,  and  EPSDT  services.  The  payment  is  100  percent  of  fee- 
for-service  costs  adjusted  for  county  but  not  for  age  and  sex  (Read,  3/3/89). 
(In  principle,  PCOs  may  submit  bids  below  this  figure  but  none  have.)  Given 
mandatory  enrollment,  calculating  the  FFS  baseline  may  be  problematic  in  the 
future.  For  the  present  FFS  baseline  is  based  on  newly-eligible  AFDC 
beneficiaries  in  the  mandatory  areas  who  are  not  yet  enrolled  (about  20  percent 
of  AFDC  beneficiaries  there)  and  AFDC  beneficiaries  in  other  parts  of  the 
state . 

There  is  no  withhold  cind  PCOs  pay  specialists  directly.  The  PCO  retains  any 
surplus  and  is  at  risk  for  any  deficit  (PCQA,  31).  Originally,  because  PCOs 
were  afraid  that  specialists  would  charge  them  more  them  the  Medicaid  rate,  the 
State  paid  specialists  and  billed  PCOs.  After  a  year  PCOs  found  they  could 
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negotiate  rates  with  specialists,  usually  to  the  Medicaid  rate.  To  lessen 
paperwork  for  the  State,  PCOs  now  pay  directly. 

PCOs  are  also  responsible  for  managing  hospital  services,  both  inpatient  and 
outpatient,  and  drugs.  FFS-equivalent  costs  are  calculated.  Any  difference 
between  these  costs  and  actual  costs  in  these  services  are  split  50-50  between 
the  PCO  and  the  state.  PCOs  are  not  at  risk  for  any  deficits,  which  have  not 
been  a  serious  problem  (Read,  4/4/89). 

The  savings  accruing  to  the  PCO  are  capped  at  $3.25  per  enrollee  month  (PCOA, 
32).  Given  that  the  FFS  costs  for  hospital  services  and  drugs  was  $33  in  1988 
(waiver),  savings  up  to  $6.50  or  20  percent  are  split  50-50  and  any  additional 
savings  accrue  to  Medicaid.  This  cap  took  effect  for  the  fiscal  year  starting 
in  Oct.  1988.  The  cap  serves  two  purposes:  it  replaces  any  incentive  for 
underutilization  and  it  saves  the  State  money  (Read,  4/4/89). 

Physicians  are  not  at  risk  for  the  costs  of  pregnant  women  and  neonates  (PCOA, 
32). 

Stop-loss  insurance  is  optional  and  may  be  purchased  $3,000  and  $5,000  levels 
(AFSD,  5).  All  plans  have  purchased  it  (Read,  3/3/89).  Any  PCO  below  the 
enrollment  threshold  of  500  has  the  option  of  being  paid  FFS.  In  early  1989 
only  one  PCO  is  still  on  FFS. 

Specialists  are  paid  fee-for-service.  In  lieu  of  negotiating  rates,  PCOs  can 
request  that  the  state  Medicaid  agency  can  pay  specialists  at  the  standard 
Medicaid  fee-for-service  rates  and  bill  the  PCO  (NGA,  14). 

Hospitals  are  paid  using  DRGs. 

IV.  Cost-Effectiveness 

The  State's  1989  waiver  request  has  data  on  cost  effectiveness  by  year.  I  use 
the  data  from  1987  rather  than  1988;  the  major  difference  between  the  two  is 
that  the  FFS-equivalent  cost  increased  30  percent  between  those  years.  Because 
of  this  unusual  jvimp,  it  is  appropriate  to  use  the  1987  figures  as  a 
conservative  approach. 

In  the  Portland  area,  .which  had  80  .percent  of  enrollment,  the  incentive 
payments  were  $3.29  and  savings  to  Medicaid  was  $4.05.   (All  figures  are  in 
terms  of  per  member  per  month.)  Total  FFS-equivalent  costs  were  $43.81  and  the 
capitation  payment  for  physician  services  was  $19.72;  the  difference  of  $24.09 
is  the  FFS-equivalent  for  hospital  services  and  drugs.  Total  savings  was  $7.34 
or  30  percent  of  hospital  services  and  drugs. 

Most  PCOs  indicate  that  they  have  a  surplus  from  their  partial  capitation, 
although  no  systematic  study  has  been  conducted  (Read,  3/3/89).  FFS  physicians 
are  paid  by  Medicaid  45  to  50  percent  of  their  usual  and  customary  fees, 
v^ereas  PCO  physicians  receive  (including  the  surplus)  the  equivalent  of  65  to 
85  percent  of  their  usual  and  customary  fees. 
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In  the  first  half  of  1988,  most  PCOs  had  savings  in  their  hospital  accoiont. 
The  savings  received  by  PCOs  averaged  $4.17  per  enrollee-month  and  ranged  from 
$0.48  to  $11.13  (Read,  3/3/89).  Oregon  Health  Science  University  had  a  small 
deficit  and  several  PCOs  had  small  surpluses.  , 

Contact:  Joel  Young,  manager 
(formerly  Lynn  Read) 
Alternative  Delivery  Systems 
503-378-5581 

[AFSD]  Adult  and  Family  Services  Division,  State  of  Oregon  (1988)  "Oregon's 
Prepaid  Health  Care  Program  for  AFDC  Clients,"  prepared  for  Birch  and  Davis, 
Nov.  4. 

Cheriel,  C.  P.  (1987)  "Medicaid  Contracting  for  Physician  Services:  Physician 
Care  Organizations  (PCOs)  in  Oregon,"  Managing  Quality  Health  Care  in  a  Dynamic 
Era,  proceedings  of  the  37th  Annual  Group  Health  Institute,  Seattle,  WA,  June 
11^24,  pp.  190-198. 

HCFA  (1988)  "Oregon  Medicaid  Assessment,"  internal  memo.  May. 

[PCOA]  (1988)  "Physician  Care  Organization  Agreement." 
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California  Primary  Care  Case  Management 

I.  Overview 

Medi-Cal,  California's  Medicaid  program,  has  about  one  quarter  million 
beneficiaries  enrolled  in  Prepaid  Health  Plan  (PHPs),  which  are  capitated  for  a 
comprehensive  range  of  health  care  services.  The  Primary  Care  Case  Management 
(PCCM)  program  is  offered  as  a  vehicle  by  which  small  medical  groups  and  solo 
practitioners  may  provide  managed  care. 

Enrollment  by  beneficiaries  is  voluntary  and  is  available  to  both  AFDC  and  SSI 
recipients.  Enrollment  has  grown  from  about  9100  in  September  1987  to  20,000 
in  October  1988  due  to  the  State's  decision  to  encourage  the  proqram  (Scott 
11/8/88). 

The  present  waiver  expires  at  the  end  of  1988.  The  state  has  argued  that  this 
program  is  similar  to  one  in  Nevada,  which  HCFA  has  determined  a  waiver  renewal 
is  not  necessary  for  the  program  to  continue.  As  of  November  1988,  HCFA  had 
not  accepted  this  interpretation. 

The  program  has  been  evaluated  by  California  Office  of  Statewide  Health 
Planning  and  Development. 

II.  Providers 

A  primary  care  case  management  (PCCM)  contractor  can  be  any  primary  care 
physician  or  clinic  (including  hospital  outpatient  clinic)  (Scott,  19).  The 
current  PCCM  contractors  in  California  are  listed  in  Table  1. 

III.  Risk  Arrangements 

PCCM  contractors  must  provide  all  physician  services.  They  have  the  option  of 
being  at  risk  for  drugs  and  laboratory  and  x-ray  services  (PCCM  policy  letters, 
4/7/88).  The  State  gives  preference  to  contractors  that  offer  a  wide  range  of 
services. 

The  PCCM  contractor  can  provide  primary  care  services  either  directly  or 
through  subcontracts.  Any  subcontracted  services  are  billed  to  the  contractor, 
not  the  state.  The  contractor  also  acts  as  a  gatekeeper,  who  must  approve 
specialist  care,  laboratory  and  x-ray  services,  and  hospitalization.  There  is 
no  withhold. 

PC  providers  are  paid  a  capitated  amount  that  is  95  percent  of  expected  costs 
in  the  fee-for-service  sector.  Rates  are  adjusted  by  age,  sex,  eligibility 
category,  and  county. 

The  State  offers  PCCMs  the  option  of  stop-loss  insurance,  v^ich  limits 
financial  liability  to  $10,000  plus  the  Medi-Cal  rate.  The  stop^loss  pertains 
to  each  enrollee's  expenditure  per  12  month  period.  Coverage  is  paid  for 
through  a  reduction  in  the  capitation  payment  (Scott,  8).  There  is  no 
enrollment  threshold  for  hieing  at  risk  for  physician  services  but  there  is 
pooling  of  hospitalization  risk  (see  below). 
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starting  April  1989,  plans  have  the  option  of  being  paid  fee-for-service  for 
pregnancy  costs  (Scott  3/6/89).  Five  out  thirteen  plans  have  taken  this 
option. 

For  noncapitated  services,  of  which  hospital  services  are  the  largest,  PCCM 
contractors  receive  half  of  the  savings  (Rodriguez,  1986,  3-7),  called  bonuses. 
Three  mechanisms  mitigate  the  impact  of  random  variation.  First,  the  State 
uses  a  technique  that  actuaries  call  pooling,  in  vrtiich  only  hospital  expenses 
below  $5,000  in  a  given  admission  are  relevant  to  the  savings.  This  is  similar 
to  the  outlier  threshold  in  Medicare's  prospective  payment  system  and  is  a  form 
of  stop-loss  insurance.  Second,  any  deficit  is  carried  forward  and  applied 
against  future  savings.  Third,  for  small  contractors  surpluses  and  deficits 
are  shared. ■'• 

More  mechanically,  the  State's  actuaries  first  calculate  the  FFS  cost  for  the 
PCCM  enrollees,  from  v^ich  any  cost  above  $5,000  in  an  admission  is  subtracted. 
The  difference  between  this  FFS  equivalent  costs  and  actual  cost  for  PCCM 
enrollee  is  the  savings.  The  State  receives  savings  equal  to  5  percent  of  the 
FFS  equivalent  for  capitated  services  only.  The  remaining  savings  are  split 
50-50  between  the  State  and  the  PCCM  contractor. 

PCCM  contractors  can  receive  savings  in  two  ways:  they  receive  100  percent  of 
savings  in  the  capitated  services  (like  an  HMO)  and  50  percent  of  the  savings 
in  noncapitated  services. 

Specialists  are  paid  fee-for-service. 

Hospitals  are  per-diem  rates  that  are  negotiated. 

IV.  Cost-Effectiveness 

The  savings  sharing  for  CY  1987  was  calculated  based  on  an  average  monthly 
enrollment  of  7700  (Patwell,  25).  In  terms  of  dollars  per  eligible  month: 
68.42  A:  expected  FFS  costs 

capitation  payment  for  physician  services 

the  state's  guaranteed  savings,  5  percent  of  A 

actxoal  FFS  costs  for  noncapitated  services  (e.g.,  hospital) 

savings  to  be  shared,  A-B-C-D 

savings  received  by  PCCMs ,  E/2 
The  savings  related  to  hospitalization  are  siobstantially.  Expected  FFS  costs 
for  noncapitated  services  is  $42.18  (A  -  B/.95),  of  which  44  percent  was  saved. 

PCCM's  bonuses  were  14  percent  of  expected  FFS  total  costs  and  22  percent  of 
expected  FFS  hospital  costs  (F/$42.18),  and  PCCM  may  have  reap  surpluses 
associated  with  physician  services.  The  State  saved  19  percent,  14  percent 
from  hospitalization  and  the  guaranteed  5  percent. 


24.93 

B: 

3.42 

C: 

21.46 

D: 

18.60 

E: 

9.30 

F: 

For  PCCMs  with  more  than  5,000  enrollees,  savings  are  calculated  only 
on  their  own  experience,  and  for  PCCMs  with  less  than  1,000  enrollees, 
savings  are  calculated  only  on  the  pool's  experience.  In  between  the 
basis  for  savings  is  proportion  to  the  PCCM's  enrollment. 
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The  primary  limitation  of  this  analysis  is  the  possibility  of  biased  selection. 
Unlike  most  of  the  programs  described  in  this  report,  enrollment  in  the  PCCM 
program  is  voluntary.  If  enrollees  are  healthier  than  nonenrollees  in  the  same 
rate  cells,  the  savings  figures  are  overestimates.  Unfortxonately,  door-to-door 
enrollment  is  the  primary  marketing  tool  (CA  OSHPD,  5).  In  the  Medi-Cal  HMO 
scandals  in  the  early  1970 's,  door-to-door  enrollment  was  a  technique  used  by 
HMOs  to  select  healthy  enrollees.  The  problem  was  recognized  in  the  analysis 
of  the  previous  year's  experience  (Rodriguez,  24)  but  not  in  the  recent  review 
of  the  program  (CA  OSHPD,  12-17). 

Contact  person:  Bill  Scott,  manager  of  PCCM 
916-324-5793 

Robert  Ruderman,  actuary 
213-827-5799 

[CA  OSHPD]  California  Office  of  Statewide  Health  Planning  and  Development 
(1989)  "Primary  Care  Case  Management  Program  Evaluation  for  the  Department  of 
Health  Services,"  January  10. 

Patwell,  J.  W.  and  B.  Ruderman  (1988)  "Primary  Care  Case  Management  Rate 
Development  for  Fiscal  Year  1988/89  Savings  Sharing  for  Calendar  Year  1987," 
California  Dept.  of  Health  Services,  October. 

Rodriguez,  J.,  G.  F.  McHolland,  and  W.  Weller  (1986)  "Primary  Case  Case 
Management  Saving  Sharing,"  September  26. 

Scott,  W.  R.  (1988)  "Primary  Case  Case  Management  Application  for  Contract," 
November. 
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Table  1.  Providers  in 
California  PCCM  Program 

Primary  Care  Provider/County  Enrollment 

Los  Angeles  County 

Alpha  Medical  Health  Systems  114 

Community  Care  Plus  84 

(Community  Ambulatory  Care) 

Drew  Family  Practice  Health  Plan  684 

Family  Health  Circle  4121 

(Tower;  Cohen  Medical  Group) 

Los  Angeles  Medical  Center  1322 

Molina  Medical  Centers  3318 

Panorama  Medical  Clinic  Family  H  P  649 

ProCare,  Inc.  504 

Practicare,  Inc.  3825 

Services  for  Medicine  241 

(Marvin  Salent) 

Orange  Coionty 

Anaheim  Family  Practice  141 

Sein  Diego  Coxonty 

ProCare,  Inc.  2352 

Alameda  and  Contra  Costa  Coionties 

Martin  Luther  King  Jr.  Health  Plan  1409 

(West  Contra  Costa  Community  H  P) 

Madera  Coionty 

Primary  Care  1251 

Total  20,015 

Source:  Medi-Cal  (Emily  Blake-Kessel) . 
Enrollment  is  as  of  October  1988. 
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Santa  Barbara  Heeilth  Initiative 


I .  Overview 

As  of  September  1983,  the  Santa  Barbara  Health  Authority  runs  the  Medi-Cal 
program  in  Santa  Barbara  County.  The  Authority  is  legally  separate  from  the 
county  government.  The  Authority  is  at  risk  for  the  Medi-Cal  costs.  The  state 
pays  the  Authority  98.7  percent  of  the  amount  the  state  would  otherwise  have 
spent  in  the  coionty.  There  are  25,000  beneficiaries  in  the  coionty. 

II.  Providers 

"Providers  at  risk  could  be  solo  practitioners,  groups,  or  clinics.  At  the  end 
of  1984  there  were  93  contractors,  most  of  who  were  individual  physicians 
(1986,  11-49).  The  breakdown  of  patients  per  case  manager  is  as  follows: 

#  of  Contractors  with 
#  of  beneficiaries  Given  #  of  beneficiaries 

1-24  24 

25  -  99  27 

100  -  199  18 

200  -  299  7 

300  -  399  4 

400  -  499  6 

500  -  599  2 

600  +  5 

Total  93 

N.B.  A  contractor  may  consist  of  more  than  one  physician. 

The  three  largest  case  managers  are  county  health  department  clinics.  The  next 
largest  are  two  pediatricians  v^o  have  about  800  beneficiaries. 

III.  Risk  Arrangements 

Each  primary  care  piiysician  (PCP)  is  given  two  accounts  that  are  adjusted  for 
beneficiaries'  age,  sex,  and  eligibility  category.  One  account  is  for  primary 
care  physician  services,  and  one,  for  specialty  care  and  hospital  care,  both 
inpatient  and  outpatient.  The  second  account  is  called  the  referral  trust 
account.  The  PCP  receives  80  percent  of  the  first  accotint  as  his  or  her  base 
compensation.  The  remaining  20  percent  is  withheld. 

Bills  for  specialty  and  hospital  care  are  charged  to  the  hospital  trust  fund. 
If  at  the  end  of  the  year  this  trust  fiind  has  a  surplus,  the  PCP  receives  half 
of  the  surplus  plus  all  of  the  20  percent  withhold.  The  other  half  of  the 
surplus  is  retained  by  the  Authority.  There  is  no  cap  on  the  surplus  returned 
to  the  PCP. 

If  there  is  a  deficit  less  than  the  withhold,  the  withhold  is  used  to  cover  the 
deficit  and  any  remaining  withhold  funds  accrue  to  the  PCP.  Any  payment  of 
surplus  or  withhold  is  designated  the  incentive  payment.  If  the  deficit 
exceeds  the  withhold,  however,  the  PCP  loses  all  of  the  withhold,  and  the 
uncovered  deficit  (a  PCP's  deficit  minus  the  withhold)  is  financed  by  the 
Authority's  half  surpluses  in  the  hospital  trust  funds. 
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There  are,  in  fact,  three  groups  of  PCPs,  each  with  slightly  different  risk 
arrangements,  i)  Private  physicians  with  at  least  125  enrollees  have  the 
incentives  described  above.  These  PCPs  have  about  70  percent  of  the  enrollees. 
ii)  Private  physicians  with  less  than  125  enrollees  share  in  one  risk  pool  and 
had  about  5  percent  of  enrollees  (1986,  11-26).  iii)  The  county  health 
department  serves  as  the  case  manager  for  25  percent  of  enrollees.  The 
county's  capitation  payment  covers  not  only  primary  care  physician  services  but 
also  referral  physician,  laboratory  and  X-ray  services.  The  withhold  is  20 
percent  instead  of  10.  Assuming  that  county  physicians  are  salaried,  their 
incentive  to  control  costs  are  similar  to  those  for  physicians  in  Kaiser 
Permanente,  that  is,  more  incentive  than  fee-for-service  physicians  but  less 
than  the  PCPs  in  this  program. 

The  Authority  has  established  several  limits  to  provider  risk  (IV-12).  i)  To 
protect  against  financial  exposure  due  to  pregnancy,  the  Authority  pays  for  OB- 
GYN  costs  on  a  fee-for-service  basis,  ii)  About  25  percent  of  member-months 
are  considered  high  risk,  for  instance,  spend-down  beneficiaries  (8/8/89).  No 
physician  is  at  financial  risk  for  them,  iii)  There  is  an  enrollment 
threshold:  case  managers  with  fewer  than  125  enrollees  share  risk  among 
themselves  for  expenditure  per  patient  that  exceed  $7,500;  the  Authority 
assumes  risk  for  expenditures  above  $15,000. 

As  a  result  of  these  limitations  on  provider  risk,  only  about  one-third  of  the 
expenditures  are  controlled  by  case  managers  (IV-12).  This  figure,  however, 
may  be  misleading  low.  Case  management  and  capitation  are  much  more  seriously 
considered  for  acute  care  than  long-term  care.  Long-term  care  expenditures  are 
21  percent  of  the  Authority's  budget  (1986,  11-33).  Although  limits  to 
provider  risk  are  necessary,  the  exclusion  of  OB-GYN  costs  is  unnecessary.  It 
is  true  that  pregnant  women  are  more  expensive  than  other  women  and  that  OB- 
GYNs  have  a  disproportionate  share  of  pregnant  women.  However,  the  payment 
structure  can  easily  compensate  for  this  by  paying  case  managers  more  for 
pregnant  women  and  less  for  other  women.  The  Medicaid  capitation  program  in 
Kansas  City,  Missouri  has  one  such  mechanism  (IV-37). 

Physicians  receive  advances  on  their  surplus  payment  3  months  after  the  end  of 
the  fiscal  year  and  final  distribution  9  months  after  the  end  (Krivit,  7/7/89). 
Under  Medi-Cal  guidelines,  physicians  may  s\±mit  bills  60  days  after  the  end  of 
the  month  of  service. 

Specialists  are  paid  fee-for-service  and  do  not  share  in  any  risk. 

Hospitals  are  paid  per  diem,  as  in  the  conventional  Medi-Cal  program. 
Hospitals  have  incentives  to  control  costs  given  the  length  of  stay.  PCPs  have 
incentives  to  cut  the  length  of  stay,  because  charges  to  their  hospital  trust 
funds  are  proportionate  to  the  number  of  days  of  hospitalization. 

IV.  Cost-Effectiveness 

The  program  costs  per  beneficiary  decreased  8  percent  in  the  first  year  of  the 
demonstration,  at  a  time  v^en  costs  per  beneficiary  in  neighboring  Ventura 
County  increased  20  percent  (V-7).  This  suggests  that  the  program  has  been 
successful. 
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Hospital  care  decreased  little,  in  spite  of  the  strong  incentives  for  the  PCP 
to  control  hospital  care.  Emergency  room  fell  sharply,  and  primary  care  and 
specialty  care  physician  visits  both  fell. 

In  the  first  year,  70  percent  of  the  case  managers  with  more  than  125  patients 
had  a  surplus  in  their  trust  accounts  (1986,  11-49).  The  other  case  managers 
as  a  group  had  a  deficit,  which  was  shared.  Authority  staff  attributed  this  to 
the  lower  incentive  for  physicians  to  control  costs.  The  size  of  the  surpluses 
have  fallen  over  time.  In  the  fiscal  year  ending  Aug.  1988,  23  percent  of 
contractors  (14  out  of  61)  had  surpluses  (worksheet  from  Krivit). 

California's  Department  of  Health  Services  estimated  that  total  expenditures 
(including  administrative)  for  Santa  Barbara  was  96.4  percent  of  FFS  in  FY 
1987-88  (Kelly). 

Contact:  Steven  Krivit 

Director  of  Government  Relations 
805-963-9261 

HCFA  (1986)  Nationwide  EX^aluation  of  Medicaid  Competition  Demonstrations, 
Baltimore,  MD,  HCFA  Pub.  No.  03236. 

Kelly,  J.  (1989)  letter  to  Bruce  Johnson  of  BERC/HCFA  in  support  of  a  waiver 
renewal  request.  May  24. 

Rossi ter,  L.  F.  et  al.  (1988)  "Nationwide  Evaluation  of  Medicaid  Competition 
Demonstrations,  Volume  8,  Analysis  of  Setting  Payment  Rates  Under  Medicaid 
Prepaid  Case  Management,"  report  to  HCFA,  May  31. 

[SBHA]  Santa  Barbara  Health  Authority  (1989)  "A  Summary  of  the  Santa  Barbara 
Health  Authority, "  March,  xerox. 
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Hospital 

Enrollment 

PCP 

Chope 

2977 

12 

Mills 

3250 

79 

Sequoia 

1677 

25 

Seton 

7635 

142 

Stanford 

4066 

32 

Special 

7962 

N/A 

Total 

27567 

290 

Heeilth  Flan  of  San  Mateo 

I .  Overview 

All  Medi-Cal  beneficiaries  in  San  Mateo  County  are  enrolled  in  this  plan.  The 
Coxonty  is  situated  on  the  southwest  side  of  San  Francisco  Bay,  between  San 
Francisco  and  San  Jose. 

II.  Providers 

Physicians  are  organized  arovind  hospitals.  The  five  hospitals  and  their 
enrollment  are  as  follows  (Kahn,  4/26/89,  letter): 

Enrollment/PCP 

248 

41 

67 

54 

127 

N/A 

(Because  the  original  figures  for  PCPs  were  strictly  a  count  of  sites,  the 
original  PCP  counts  for  Mills,  Sequoia,  and  Seton  were  inflated  by  5  percent 
(Kahn).)  There  are  58  PCP  per  risk  pool. 

III.  Risk  Arrangements 

Each  primary  care  physician  receives  a  capitation  payment  for  primary  care 
services.  There  is  a  20  percent  withhold. 

What  is  xmusual  in  the  San  Mateo  Plan  is  that  risks  are  shared  by  the 
physicians  that  practice  in  the  same  hospital.  Each  physician  selects  a  risk 
pool  by  identifying  a  "primary  hospital."  Even  when  a  patient  is  admitted  to 
another  hospital  (perhaps  for  tertiary  care),  the  costs  are  applied  to  the 
physician's  affiliated  hospital  pool. 

For  each  PCP,  the  Plan  establishes  a  primary  care  physician  account,  which  has 
four  subaccounts: 

primary  care  services 

referral  services  (i.e.,  specialty  physician  services),  ' 

hospital  services,  and 

other  services  (e.g.  drugs  and  hospital  outpatient). 
Capitation  payments  are  credited  to  each  accoxjnt.  These  capitation  payments 
are  adjusted  for  age,  sex,  and  eligibility  category.  The  health  care  costs  of 
each  enrollee  are  debited  to  the  account  of  his  or  her  PCP.  These  costs 
include  FFS  physician  claims,  hospital  payments  and  withholds,  estimated 
incurred  but  not  yet  reported  claims,  and  the  guaranteed  payment  and  withhold 
for  primary  care. 

From  the  perspective  of  the  individual  physician,  the  system  can  be  simplified: 
the  primary  care  capitation  is  divided  into  a  guaranteed  payment  of  80  percent 
and  a  withhold  20  percent.  The  remaining  three  subaccounts  are  summed  to 


A-11 


compute  the  surplus/deficit.  Distinguishing  among  the  three  siobaccounts  is 
relevant  only  for  the  risk  pool.  The  PCP  shares  in  the  surplus  in  these 
subaccounts  if  there  is  a  surplus  both  in  his  or  her  subaccount  and  in  the 
pool's  subaccounts. 

For  each  hospital,  the  Physician-Hospital  Pool  Account  balance  is  the  s\m  of 
balances  of  each  subaccount  of  each  PCP  affiliated  with  the  hospital.  Sharing 
of  savings  and  deficits  depends  on  whether  there  is  i)  a  surplus,  ii)  a  deficit 
that  is  less  than  the  withhold,  and  iii)  a  deficit  greater  than  the  withhold. 
If  the  deficit  is  less  than  the  withhold  (case  ii),  each  PCP  receives  his  or 
her  withhold  in  proportion  to  the  overall  surplus.  That  is,  the  surplus  is 
prorated  over  PCPs. 

If  there  is  a  surplus  (case  i),  each  PCP  receives  his  or  her  withhold  in  full, 
regardless  of  v^ether  the  PCP's  accounts  are  in  surplus.  Then  each  PCP's  three 
subaccoionts  are  summed.  Those  PCPs  with  deficits  receive  no  additional 
savings.  Those  PCPs  with  surpluses  divide  up  50  percent  of  the  referral  and 
other  subaccoionts  and  25  percent  of  the  hospital  subaccount.  Each  PCP  receives 
a  proportion  of  the  allocated  surplus  equal  to: 

the  PCP's  total  surplus 

total  of  all  accounts  in  surplus  in  the  pool 
For  both  the  nxjmerator  and  denominator,  surplus  pertains  to  the  PCP  account, 
not  to  the  four  sx±»acco\ants . 

If,  however,  the  physician-hospital  pool  has  a  deficit  greater  than  the 
withholds  (case  iii),  PCPs  receive  no  additional  payment.   (More  technically, 
the  withhold  are  used  to  fund  deficits  or  the  subaccounts  in  the  following 
order:  100%  of  the  referral  si±iaccount,  100%  of  the  other  si±iaccount,  and  1/3 
of  the  hospital  siobaccount. 

There  is  no  cap  on  the  amount  of  hospital  savings  that  physicians  can  receive. 
However,  even  as  a  group  physicians  can  receive  only  25  percent  of  savings  in 
hospital  costs,  so  the  incentive  to  underutilize  is  small. 

Stop-loss  insurance  covers  all  expenditures  above  $7,500  per  year  for  an 
enrollee.  There  is  no  enrollment  threshold. 

Bills  are  due  within  2  months  after  the  end  of  the  month  in  which  the  service 
was  provided  (Kahn,  7/13/89).  Five  months  after  the  end  of  the  fiscal  year, 
physicians  receive  an  interim  payment,  which  involves  most  of  the  dollars. 
Twelve  months  after  the  end  of  the  FY,  they  receive  the  final  payment. 

Pregnant  enrollees  are  referred  to  an  obstetrician  for  the  duration  of  the 
pregnancy.  Pregnancy-related  costs  are,  hence,  categorized  as  referral 
services,  not  primary  care.  This  partially  protects  the  PCP  against  having  a 
high  proportion  of  enrollees  being  pregnant  (i.e.,  adverse  selection). 

The  State  pays  the  Plan  95  percent  of  FFS  benefit  costs  for  categorizes  of 
beneficiaries  that  can  be  case-managed  and  100  percent  for  those  that  cannot  be 
case-managed.  On  average,  the  State  between  97  and  98  percent.  It  pays  an 
additional  3.37  percent  of  benefit  cost,  which  represents  the  equivalent  of  the 
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state's  administrative  costs  (Kahn,  4/10/89).  When  the  Plan  pays  PCPs, 
capitation  payment  for  each  siabaccount  are  not  necessarily  95  percent  of  FFS 
costs,  because  incentives  for  cost-effective  care  are  likely  to  change  the  mix 
of  services. 

Specialists  are  paid  fee-for-service. 

Hospitals  are  paid  on  a  per  diem  basis  with  a  20  percent  withhold  but  share  in 
the  risk  arrangement.  Physicians  and  their  hospital  share  in  surplus/deficit 
in  the  Physician-Hospital  Pool  Account  (called  the  "Primary  Hospital  Pool 
Account"  in  the  hospital  contract).  If  the  Physician-Hospital  Pool  Account  is 
"in  deficit  (cases  ii  and  iii),  the  withhold  is  used  to  cover  deficits  in  the 
three  subaccounts.  Note  that  the  physicians  act  as  "first  payer,"  in  that 
physicians'  withhold  are  first  used  to  cover  deficits  and  the  hospital's 
withhold  is  used  to  cover  only  the  remaining  deficit.   (The  exception  is  that 
the  hospital  withhold  covers  2/3  of  any  deficit  in  the  hospital  subaccount.) 
Any  remaining  withhold  is  returned  to  the  hospital. 

If  there  is  a  surplus  (case  i),  the  hospital  receives  50  percent  of  the 
surplus.  (Note  that  enrollees  may  be  admitted  to  hospitals  other  than  their 
physician's  primary  hospital.  In  case  ii,  deficits  are  prorated  across  the 
withholds  of  the  hospitals  that  enrollees  were  admitted  to.  In  case  i,  any 
surplus  is  prorated  among  hospitals  according  to  the  niomber  of  hospital  days 
for  the  enrollees.) 

In  svrni,  surpluses  in  the  referral  and  "other"  subaccovints  are  split  50-50 
between  the  physicians  and  the  Plan;  surpluses  in  the  hospital  siibaccount  are 
split  25-50-25  between  the  physicians,  the  hospital,  and  the  Plan. 

IV.  Cost-Effectiveness 

The  first  year  of  operation  ended  in  November  1988.  Physicians  in  all 
hospitals  (called  regions)  received  at  least  75  percent  of  their  withhold  back. 
In  two  hospitals  they  received  the  entire  withhold,  and  in  one  they  received  a 
bonus.  Overall  physicians  are  breaking  even.  Anecdotal  evidence  suggests 
physicians  are  more  satisfied  than  with  the  previous  system  (Kahn,  7/14/89). 

Three  hospitals  received  most  of  their  withhold  back,  cind  the  other  two 
received  surpluses.  As  a  percentage  of  their  per  diem,  the  five  hospitals 
received  the  following:  96%,  99%,  97%,  104%,  and  119%  (Kahn,  7/14/89).   (Per 
dieras  are  the  same  for  all  hospitals.)  Weighting  these  figures  by  enrollment 
(see  section  II  above),  the  hospitals  received  100.3%  of  their  per  diem. 

Contact:  Howard  A.  Kahn 
Executive  Director 
415-573-9710 

Health  Plan  of  San  Mateo  (1987)  "Addendum  to  Primary  Care  Physician  Agreement," 
Sept. 

(1987)  (Attachment  to  Hospital  Contract)  "Exhibit  2:  Reimbursement 

Addendxjm,"  Oct.  16. 
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Philadelphia  HealthFASS  Program 

I.  Overview 

The  Pennsylvania  Medicaid  program  established  an  HIO  which  started  enrolling 
Medicaid  beneficiaries  in  March  1986.  It  contracted  with  Penn  Health,  whose 
parent  company  was  HealthAmerica  and  became  part  of  Maxicare.  Maxicare  has 
filed  for  bankruptcy,  and  as  of  July  1,  1989  the  HIO  is  run  by  Healthcare 
Management  Alternatives,  Inc. 

-Medicaid  beneficiaries  in  certain  areas  of  Philadelphia  are  required  to  enroll 
in  HealthPASS  or  in  an  HMO.  The  HIO  is  paid  on  a  capitation  basis  and  hence  is 
financially  at  risk.  A  central  feature  of  HealthPASS  is  that  each  beneficiary 
has  a  case  manager,  who  is  partially  capitated  and  has  incentives  to  control 
noncapitated  services. 

II.  Providers 

In  1989  HealthPASS  had  455  PCPs  at  215  sites  (Williard,  3/8/89)  or  an  average 
of  2  physician  per  site.  The  multiple-physician  sites  include  group  practices 
and  hospital-based  PCPs.  Of  the  primary  care  physicians  practicing  in  the 
HealthPASS  areas,  39  percent  affiliated  with  HealthPASS  (Miller  and  Welch).  A 
number  of  physicians  outside  these  areas  affiliated  with  HealthPASS. 

III.  Risk  Arrangements 

Primary  care  case  managers  (PCCMs)  are  at  risk  for  all  physician  services  and 
laboratory  and  X-ray  services.  For  this  they  receive  a  capitation  payment  that 
is  adjusted  for  each  enrollee's  age,  sex,  and  eligibility  category.  Pregnancy 
costs  are  treated  like  any  other  cost  but  PCCMs  are  required  to  refer  women  to 
OB-GYNs  as  soon  as  pregnancy  is  ascertained  (Williard,  3/8/89). 

A  PCCM  receives  half  of  the  capitation  each  month  and  the  other  half 
constitutes  a  referral  services  fund,  out  of  which  referral  bills  are  paid. 
Any  surplus  in  this  fund  is  returned  to  the  physician  at  the  end  of  year.  Any 
deficit  is  charged  against  the  PCCM's  future  capitation  at  a  maximum  rate  of  20 
percent  per  month,  until  the  deficit  is  eliminated  (BD,  II-9). 

HealthPASS  provides  PCCMs  stop-loss  insurance.  If  referrals  exceed  a  specified 
amount  during  the  fiscal  year,  the  PCCM  is  at  risk  for  only  20  percent  of  the 
amount  between  the  threshold  and  $10,000  and  at  risk  for  nothing  beyond  that. 
This  threshold  is  defined  in  terms  enrollment  thresholds;  it  ranges  from  $1,000 
for  PCCMs  with  fewer  than  300  enrollees  to  $4,000  for  PCCMs  with  more  than 
3,000  enrollees. 

The  PCCM  is  not  at  risk  for  inpatient  hospitalization,  emergency  room  services, 
ambulatory  surgery,  and  home  health  services.  However,  PCCM  can  share  in  the 
savings  in  these  services.  Any  savings  in  the  aggregate  are  split  50-50 
between  HealthPASS  and  PCCM.  The  latter  half  is  distributed  among  PCCM 
according  to  their  surplus.  There  is  no  limit  (Williard,  3/8/89).  More 
precisely,  savings  are  measured  as  reduction  in  hospital  days  per  1000  from  a 
target.  To  date  there  has  been  no  excess  to  distribute  (Williard,  10/12/88). 
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Perm  Health  has  a  risk  contract  with  the  State.  As  of  i^ril  1988,  the  maximum 
that  the  State  will  pay  Perm  Health  is  99.9  percent  of  FFS  costs  and  the 
minimum  is  92  percent  (Williard,  10/7/88).   (Originally  Perm  Health  was  to  be 
paid  90  percent.)  If  costs  are  below  92  percent,  Perm  Health  retains  all  of 
that  difference  as  profit.  If  costs  are  between  92  and  97  percent,  the  State 
pays  90  percent  of  the  increment  over  92  percent  and  Perm  Health  loses  10  of 
that  increment.  If  the  costs  are  between  97  and  100,  the  State  pays  80  of  the 
increment  over  97  percent  and  Perm  Health  loses  20  of  that  increment,  as  well 
as  losing  .5  percent  (10  percent  of  97  minus  92). 

Specialists  are  paid  on  a  fee-for-service  basis. 

Perm  Health  pays  hospitals  per  diem,  even  though  the  state  Medicaid  agency  pays 
using  DRGs. 

IV.  Cost-Effectiveness 
Year  1 

HealthPASS  faced  a  crisis  in  its  first  year  of  operation.  Maxicare  threaten  to 
terminate  its  contract  v^en  in  November  1986  it  found  its  losses  exceeding  $2 
million  (GAD,  4-8).  One,  but  not  necessarily  the  only  source  of  this  problem 
was  the  inappropriately  set  capitation  rate.  It  was  supposed  to  be  set  at  90 
percent  of  FFS.  Setting  capitation  rates  is  complex;  in  the  case  of  HealthPASS 
faced  problems  due  to  data  several  years  old,  counts  of  Medicaid  beneficiaries, 
and  separating  beneficiaries  for  whom  the  federal  government  was  not 
responsible. 

Perm  Health  projected  811  hospital  days  per  1000,  v^ereas  its  actual  rate  was 
1251,  si±istantially  higher.  In  August  1987  the  State  found  a  rate  of  2145  for 
FFS  beneficiaries  in  other  parts  of  Philadelphia  during  the  first  year  of 
HealthPASS  (GAG,  p.  6). 

The  State  forgave  a  substantial  portion  of  the  Penn  Health's  first  year  losses. 
GAO  (8)  concluded,  "The  causes  of  Perm  Health's  losses  still  carmot  be 
determined,  although  [the  State]  and  HCFA  agree  that  the  reimbursement  rates 
most  likely  were  unstated." 

GAO  (9)  noted  two  problems  in  iiiplementing  case  management: 

-  "Prior  authorization  of -hospital -admissions  by  the  case  manager  is  one 

of  HealthPASS's  basic  cost-control  mechanisms [The  State]  reported  that  90 

percent  of  HealthPASS's  admissions  were  for  emergencies  or  urgent  care,  v^ich 
did  not  need  prior  approval." 

-  Many  beneficiaries  were  assigned  to  or  chose  a  particular  site  such  as  a 
hospital  outpatient  clinic  as  their  PCCM.  HCFA's  view,  as  cited  by  GAO,  is 
that  individual  physicians  at  these  sites  do  not  manage  the  care  of  enrollees, 
resulting  in  care  that  does  not  differ  from  FFS  care.  As  of  August  1987,  Perm 
Health  reported  that  76  percent  of  beneficiaries  were  assigned  to  individual 
physicians,  with  the  remaining  assigned  to  sites.  By  August  1988,  91  percent 
were  assigned  to  individual  physicians  (Zaslow,  8/8/89). 
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PCP  Sites  with 

All 

Deficit 

Surplus 

3894 

5255 

9149 

A:  1 

4513 

3407 

7920 

B:  1 

223 

193 

416 

C:  1 

451 

341 

792 

D:  : 

4741 

3555 

8296 

E:  1 

-847 

1700 

853 

F:  ; 

-22% 

32% 

9% 

G: 
for 

-298 

-7 

-304 

H: 

-1374 

1545 

171 

I: 

Year  3  (ending  2/28/89) 

The  State  paid  the  HIO  92  percent  of  FFS-equivalent  costs  (Fisher,  8/10/89). 

Physician  expenditures  londer  partial  capitation  is  analyzed  in  a  memo 
(Braksator,  6/28/89).  Budget,  although  not  listed,  can  be  inferred: 
budget  =  claims  expense  -  expenses  over  the  stop-loss  (labeled  threshold)  + 
estimate  of  IBNR  expenses  (labeled  withhold)  +  surplus 


Budget  for  referral  services 

claims  expenses 

stop-loss  expenses 

IBNR 

net  expenses  =  B  -  C  +  D 

surplus  =  A  -  E 

surplus  as  percent  of  budget 

referral  services  (F/A) 
carry  forward 
I:  amovint  due  =  G  +  H 

Two  patterns  stand  out.  First,  on  average  physicians  are  controlling  referral 
costs,  such  that  they  receive  9  percent  of  their  budget  as  surplus.   (Beside 
the  budget  for  referral  services,  PCPs  receive  a  capitation  of  equal  amount  for 
primary  care  services.  Because  primary  care  bills  are  not  siobmitted,  PCPs' 
ability  to  control  primary  care  services  cannot  be  calculated.)  Second,  there 
is  considerable  variance  among  physicians.  The  third  of  physicians  with 
deficits  (who  had  43%  of  the  budget)  will  start  the  next  FY  with  a  large  carry 
forward. 

The  percent  of  PCP  sites  with  deficits  has  been  increasing:  19  percent  in  year 
1,  25  percent  in  year  2,  and  35  percent  in  year  3  (same  memo). 

Contact:  Margie  Williard 
Allen  Fisher 
717-782-6288 

[BD]  Birch  and -Davis  Associates,  Inc.  (1987)  External  Assessment  of  the 
HealthPASS  Program  -  FinalReport,"  Silver  Spring,  MD,  July  31. 

Braksator,  R.  (1989)  "PCP  Referral  Pool,  Program  Year  3,"  memo  to  David  West, 
June  28. 

GAO  (1987)  "Early  Problems  in  Implementing  the  Philadelphia  HealthPASS 
Program,"  GAO/HRD-88-37 . 

Miller,  M.  and  W.  P.  Welch  (1989)  "Mandatory  HMO  Enrollment  in  Medicaid:  The 
Issue  of  Freedom  of  Choice,"  Milbank  Quarterly,  forthcoming. 


A-16 


Kitsap,  Washington  HIO 

I .  Overview 

The  Kitsap  Physicians  Service  (KPS)  is  an  HIO  in  the  State  of  Washington. 
Starting  in  1986,  all  AFDC-R  recipients  in  Kitsap  and  Mason  Coionties,  which  are 
across  Puget  Sound  from  Seattle,  are  required  to  enroll  in  it.  Enrollment  is 
about  8,000,  which  is  only  3  percent  of  the  AFDC  enrollment  in  the  State  of 
Washington. 

KPS  is  physician-controlled.  Its  Medicaid  program  is  called  the  Sound  Care 
Plan.  Primary  care  physicians  act  as  case  managers. 

II.  Providers 

For  reimbursement  purposes,  primary  care  physicians  (PCPs)  are  organized  into 
PODS  (pools  of  doctors).  The  PODs  in  May  1986  were  as  follows  (Wolfhagen,  16): 

POD  location  or  Number  of    Number  of 

clinic  name  PCPs        Beneficiaries 

The  Doctor's  Clinic  13  2013 

Shelton  8  1351 

Bremerton/Silverdate/  5  1145 

Port  Orchard 

Kitsap  Children's  Clinic  7  792 

SuperPOD: Bremerton/  24  1142 
Port  Orchard/Poulsbo/etc. 

Total  57  6443 

There  are  113  beneficiaries  per  PCP  and  11  PCPs  per  POD. 

III.  Risk  Arrangements 

The  State  pays  KPS  a  capitation  rate  that  is  98.5  percent  of  FFS  costs 
(Wolfhagen,  p.  31). 

Each  beneficiary  selects  a  primary  care  physician  (PCP),  who  is  paid  a 
capitation  amount  to  cover  primary  care  services.  This  payment  is  105  percent 
of  fee-for-service  costs.  It  varies  according  to  the  age  and  sex  of  the 
beneficiary,  averaged  $6.80  per  beneficiary  per  month  (Wolfhagen,  12-16).   (All 
dollar  figures  pertain  to  1986.)  For  example,  this  payment  was  $22.23  for 
children  under  one  but  only  $4.46  for  children  between  ages  3  and  19.  PCPs 
must  either  provide  the  primary  care  services  themselves  or  pay  for  someone  to 
do  so.  This  capitation  serves  as  base  condensation  to  the  physician  and  does 
not  involve  financial  risk. 

There  are  two  reserve  accoionts: 

$1.20     primary  care  physician  reserves 
1.49     specialist  reserves 

$2.69     total  reserves 
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These  accounts  are  rolled  together  and  their  sum  will  be  designated  here  as  the 
reserve  account.  In  other  programs  this  would  be  called  a  15  percent  withhold 
(Wolfhagen,  36). 

Each  PCP  is  given  several  accounts  to  cover  other  medical  services.  These 
accounts  are  shared  by  the  members  of  the  POD  in  order  to  mitigate  the  risk. 
The  accounts  and  their  average  month  payment  (which  are  also  age-sex  adjusted) 
are  as  follows: 

$8.45     specialists 

16.98     hospital  care  (inpatient  and  outpatient) 
1.36     other"  providers 


$26.75     total 
These  accounts  are  rolled  together  for  the  purposes  of  determining  bonuses. 
They  are  distinguished  only  for  the  purpose  of  explaining  where  the  budgeted 
amounts  come  from.  The  sum  of  these  accounts  will  be  designated  here  as  the 
nonprimary  care  account.   (Drugs  are  not  included  in  KPS'  budget.  (8/4/89)) 

To  calculate  a  POD's  overall  deficit  or  surplus,  the  payment  for  specialists, 
hospital  care,  and  other  providers  is  summed  over  the  beneficiaries  in  the  POD. 
If  this  sum  exceeds  the  nonprimary  care  account  (e.g.,  $26.75  times  beneficiary 
months),  the  POD  has  a  deficit,  which  is  paid  for  out  of  the  reserve  account. 
To  the  extent  the  reserve  accoiont  is  insufficient  to  cover  the  deficit,  the  KPS 
makes  up  the  deficit  through  its  corporate  reserves. 

If  the  POD  has  a  surplus  in  the  reserve  account  (after  covering  any  deficit  in 
the  nonprimary  care  account),  this  is  split  between  primary  care  physicians 
(62.5%)  and  specialists  (37.5%).   (Originally  the  split  was  50%  for  PCPs,  30% 
for  specialists,  and  20%  for  KPS.  When  it  was  found  that  the  20%  for  KPS  was 
not  needed  to  cover  the  deficits  of  other  PODs,  it  was  given  to  the  physicians, 
according  to  the  original  50-30  split.)  The  first  bonus  is  allocated  to 
primary  care  physicians  based  on  their  capitation  payments,  that  is,  according 
to  their  panel  size  adjusting  for  age  and  sex).  The  second  bonus  is  allocated 
to  specialists  based  on  their  charges. 

Stop-loss  insurance  covers  physician  and  hospital  services  above  $10,000. 
Although  there  is  no  explicit  enrollment  threshold,  the  smaller  PODs  form  a 
superPOD  to  less  variance  in  payment. 

In  the  first  year,  pregnant  women  were  disproportionately  enrolling  with 
certain  PODs.  Biased  selection,  of  which  this  is  one  form,  is  unfair  to 
providers  paid  capitation.  In  response  to  this  program,  in  the  second  year 
(1987),  Kitsap  HIO  removed  obstetric  costs  (physician  and  hospital)  from  each 
POD  budget  and  pays  them  out  of  the  programwide  budget.  Physicians  were  paid 
fee-for-service  and  hospitals,  by  DRG.  OB  case  constituted  24  percent  of  the 
Kitsap  HIO  budget  in  1987. 

About  half  of  the  surplus  is  distributed  2  months  after  the  end  of  the  fiscal 
year  and  the  full  surplus  is  distributed  6  months  after  the  year  end  (Rice, 
7/11/89).  For  consistently  with  its  non-Medicaid  business,  KPS  allows 
physicians  to  s\abmit  Medicaid  bills  within  a  year  of  date  of  service.  That 
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bills  may  arrive  after  the  final  distribution  has  not  created  a  problem, 
because  Sound  Care  has  correctly  estimated  the  IBNR  bills.   (Late  claims  are 
not  rolled  forward  into  the  next  year.) 

Specicdists  are  paid  105  percent  of  their  Medicaid  level.  As  described  above, 
they  receive  37.5  percent  of  the  surplus  from  reduced  specialty  care, 
hospitalization,  and  care  from  other  providers. 

One  multi-specialist  clinic.  The  Doctor's  Clinic,  is  capitated  for  specialty  as 
well  as  primary  care.  This  POD,  which  has  about  one-third  of  beneficiaries, 
receives  a  payment  of  $8.45  to  cover  specialty  care.  KPS  provides  stop-loss 
for  hospitalization  only. 

The  Doctor's  Clinic  illustrates  the  ability  to  internalize  costs  and  risk  is 
related  to  size.  Having  more  physicians  than  other  PODs  (except  the  superPOD), 
this  POD  is  willing  to  accept  the  risk  of  specialty  care,  which  has  a  higher 
coefficient  of  variation  than  primary  care. 

Hospitals  are  paid  by  the  DRG  schedule  used  by  the  State  of  Washington 
Medicaid.  They  have  the  incentive  to  control  the  cost  of  each  admission, 
because  the  DRG  payment  is  fixed  for  each  admission.  PCPs  have  the  incentive 
to  keep  beneficiaries  out  of  the  hospital,  because  that  DRG  payment  comes  out 
of  their  nonprimary  care  accoxmt.  Once  a  patient  has  been  admitted,  the 
physician's  incentive  to  control  cost  is  subtle.  Although  the  payment  from  the 
nonprimary  care  account  is  fixed  regardless  of  hospital  cost,  hospital  costs 
(e.g.,  nursing  and  lab  tests)  and  in-hospital  physician  costs  (e.g.,  visits) 
tend  to  be  correlated.  The  hospital  and  the  physicians  have  incentives  to  work 
together  to  control  the  cost  of  each  admission. 

IV.  Experience 

In  1986  Kitsap  HIO  received  $3,633,000  from  the  state  (KPS).  Without  any 
surplus,  physicians  would  have  received  $1,532,000,  v^ich  is  105  percent  of 
their  FFS  rates,  including  the  withhold.  They  also  received  $181,000  in 
surplus,  which  is  12  percent  of  their  payment  without  any  surplus  and  5  percent 
of  total  health  care  costs.   [In  the  first  year,  physicians  received  32  percent 
more  they  would  have  under  the  traditional  Medicaid  program.  In  1987  they 
received  25  percent  more.  Three  out  of  five  PODs  had  bonuses  and  two  did  not 
(C.  Rice,  11/17/88).] 

Quality  and  access  to  care  have  been  evaluated  by  the  Washington  State 
Department  of  Social  and  Health  Services. 

Contact:  Cindy  Rice,  program  manager 
206-478-2608 

[DSHS]  Dept.  of  Social  and  Health  Services,  Washington  State  (1988)  "Evaluation 
of  the  Sound  Care  Plan,"  January. 

[KPS]  Kitsap  Physician  Service  (undated)  "The  KPS  Sound  Care  Program:  A  Managed 
Health  Care  System,"  Bremerton,  WA. 
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Wolfhagen,  C.  F.  (1987)  "Implementing  Prepaid  Medicaid  Services:  The  Sound  Care 
Plan,"  Office  of  Research  and  Data  Analysis,  Dept.  of  Social  and  Health 
Services,  Washington  State,  report  #09-52,  Olympia,  WA,  January. 
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Monterey  County  Health  Initiative 

I .  Overview 

Starting  in  June  1983,  the  Monterey  Coianty  Special  Health  Care  Authority 
administered  the  Medi-Cal  in  Monterey  County.  The  State  paid  the  Authority  95 
percent  of  the  amount  that  the  Medi-Cal  would  otherwise  have  spent  in  the 
county.  All  26,000  Medi-Cal  t>eneficiaries  in  the  county  were  enrolled  in  the 
program.   The  Authority  quickly  went  bankrupt. 

II.  Providers 

-Prior  to  the  Initiative,  only  114  physicians  in  Monterey  County  served  Medi-Cal 
patients.  Under  the  Initiative,  there  were  160  physicians,  100  PCPs  and  60 
specialists  (vol.  8,  IV-21).  Natividad  Medical  Center  served  as  case  manager 
for  4500  enrollees. 

III.  Risk  Arrangements 

Each  beneficiary  selected  a  primary  care  physician  (PCP)  to  act  as  case 
manager,  who  was  paid  a  monthly  fee  of  $3  to  mamage  the  case.  All  other 
payments  were  fee-for-service.  The  rate  were  10  percent  more  generous  than 
Medi-Cal  rates  (1986,  III-24). 

For  each  PCP  a  trust  account  was  established,  representing  the  actuarial  costs 
of  the  PCP's  patient  pool.  The  trust  account  was  charged  payment  for  primary 
cind  specialty  care  physician  services  eind  hospit2d  services.  Unlike  Santa 
Barbara  this  trust  account  include  primary  care  services.  Much  like  Santa 
Barbara,  the  PCP  would,  in  principle,  receive  the  surplus  of  this  trust 
account.  The  deficits  of  PCPs  in  deficit  would  be  financed  by  prorating  them 
over  the  surpluses  of  other  PCPs.  Then  PCPs  with  surpluses  would  receive  part 
of  surpluses.  As  in  Santa  Barbara,  PCPs  have  an  incentive  to  control  costs 
only  if  they  believe  that  most  other  PCP  will  control  costs;  otherwise  the 
surpluses  of  cost-effective  PCPs  will  simply  to  used  to  finance  the  deficits  of 
their  cost-ineffective  colleagues. 

Only  physicians  meeting  an  enrollment  threshold  shared  in  surpluses  and 
deficits  (Aved,  38).  Neither  the  Authority  nor  case  managers  were  responsible 
for  expenditures  at)Ove  $15,000  ($25,000  in  year  2)  for  any  individual  patient, 
a  form  of  stop-loss  insurance  (vol.  8,  lV-25). 

Specialists  were  paid  fee-for-service  and  did  not  share  in  any  risk. 

Hospitals  and  other  providers  were  also  paid  fee-for-service. 

IV.  Cost-Effectiveness 

The  Initiative  quickly  exceeded  its  fixed  budget  from  the  state,  and  20  months 
after  starting  it  declared  bankruptcy. 

V.  Problems 

In  an  attempt  to  attract  physicians  to  the  program,  the  reimbursement  mechanism 
was  modified  slightly  from  fee-for-service.  In  contrast,  Santa  Barbara  put  its 
PCPs  completely  at  risk  for  primary  care  services.  The  reimbursement 
mechanisms  in  the  two  sites  was  similar  for  other  services,  the  majority  of  the 
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expenditures  (1986,  11-33).  However,  putting  the  PCP  at  risk  for  some  service 

made  it  clear  to  him  or  her  that  the  Initiative  was  not  business-as-usual. 

Plausibly,  this  caused  PCPs  to  change  their  behavior  toward  nonprimary  care 
services. 

"The  absence  of  a  sound  financial  management  information  system  (MIS)  may  be 
the  single  largest  contributor  to  MCHI's  failure."  (Aved,  42)   It  was  many 
months  after  implementation  before  MCI  had  an  adequate  MIS.  Without  it,  PCPs 
were  unable  to  retrospectively  review  claims  or  to  judge  their  own  financial 
performance. 

The  lack  of  information  and  the  lack  of  an  immediate  change  in  reimbursement 
for  even  primary  care  services  decreased  the  chance  that  there  would  be  any 
surplus  in  the  aggregate.  At  that  point,  there  was  no  incentive  for  individual 
PCPs  to  control  costs  because  their  own  surpluses  would  merely  finance  the 
deficits  of  others. 


Aved,  M.  (1987)  "The  Monterey  Coionty  Health  Initiative:  A  Post-Mortem  Analysis 
of  a  California  Medicaid  Demonstration  Project,"  Medical  Care  25  (January): 
35-45. 

For  other  references,  see  the  Santa  Barbara  description. 
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